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A Report on Current Objectives of the AICPA* 
BY ALVIN R. JENNINGS 


You are all aware of the tremen- 
dous growth which has occurred in 
our profession in what is, after all, 
a relatively short span of time. 
There are now about 58,000 C.P.A.s. 
More than half are members of the 
AICPA—our membership now ex- 
ceeds 31,000. 

Growth brings new and more 
complex problems. This is espe- 
cially so when it is rapid. This need 
not alarm for, if the growth is sound 
(and ours has been), it brings with 
it the added capacities and resources 
to enable us to deal properly with 
our new responsibilities. 

One of the perplexing problems 
accentuated by growth is how to 
keep our lines of communication of 
ideas from the Institute to the mem- 
bership and (of equal importance) 
from the membership to the Insti- 
tute open and functioning. It is my 
hope that during my term, by ap- 
pearances of this sort, I can make 
some contribution to the Institute’s 
efforts to keep its members informed. 
I therefore welcome and appreciate 
this opportunity to be with you. 
Many, I hope most, of you are also 
members of the Institute. Those of 


*This paper was presented at the An- 
nual Meeting of the New York State Society 
of Certified Public Accountants, May 12, 
1958. 


you who are not nevertheless also, 
I am sure, have a desire to keep 
abreast of professional develop- 
ments. I hope my message will 
interest you, also. 

I am convinced of the wisdom of 
Oliver Wendell Holmes’ observation 
that the important thing “‘is not so 
much where we stand as in what 
direction we are going.” I will 
therefore resist the temptation to 
dwell upon our achievements. In- 
stead, I will try to give you some 
insight into our aims and objectives. 


Long-Range Objectives: 


Let us turn first to some of the 
things which lie ahead for all of us. 
In recent years some interesting and 
basic questions have been raised as 
to the fundamental purposes of the 
Institute. In a profession which is 
expanding as rapidly as ours it is 
not a matter of choice but rather a 
matter of necessity that we should 
plan ahead, if the Institute is to 
work effectively in building a sound 
profession. Accordingly, the late 
Marquis Eaton—then President of 
the Institute—in the fall of 1956 
appointed a special committee to 
consider what the long-range objec- 
tives of the Institute should be. As 
you know, several years ago our own 
New York State Society completed 
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a similar study which, I believe, 
was the first of its kind and which 
unquestionably was a significant 
contribution to orderly planning. 

Since the merger in 1936 of the 
American Society of C. P. A.s and 
the Institute we have had one 
national professional society. It has 
represented all C. P. A.s—the non- 
practicing as well as the practicing. 
The program of the Institute has 
been directed largely, if not almost 
entirely, toward matters of primary 
interest to members in practice. 
While the slanting of the Institute’s 
activities in this direction has been 
understandable, it has had the 
natural consequence of making 
membership in the Institute less 
attractive to the C. P. A. not in 
public practice. 

There is, I think, general agree- 
ment that the C. P. A.s in and out 
of public practice have sufficient 
community of interests to warrant 
their inclusion in one national pro- 
fessional society—our Institute. 
Each group grows in strength by 
association with the other. This 
problem has been reduced, I believe, 
to a question of how we might best 


achieve a desired goal. One proposal 


which is receiving serious considera- 
tion is to divide the Institute’s total 
program into logical sections in 
which concentrated attention may 
be given to the peculiar needs of all 
groups represented in the mem- 
bership. 

At the Spring meeting of Council 
held last month in Phoenix, the 


Committee on Long-Range Objec- 
tives submitted for formal adoption 
the following proposition: 


It is an objective of the Institute to 
serve as the national organization of Cer- 
tified Public Accountants in and out of 
public practice, and to develop and main- 
tain the form of organization best adapted 
to the needs of all its members. 


The proposal received the enthusi- 
astic support of Council. 

A further matter which the spe- 
cial committee is studying is whether 
the attainment of a C. P. A. certifi- 
cate should, of itself, constitute the 
only required evidence of compe- 
tency necessary to make one eligible 
for admission to the Institute. At 
present, the Institute requires for 
admission the passing of a satisfac- 
tory written examination (either for 
the C. P. A. certificate itself, or if 
none was required for that purpose, 
for admission to the Institute), and 
two years of satisfactory accounting 
experience. 

The members of the special com- 
mittee are divided on this question. 
Some believe that admission should 
be based solely on possession of a 
certificate. Those who hold this 
view feel that the Institute should 
not attempt to distinguish among 
C. P. A.s when not only is the public 
unable to see any distinction but in 
the vast majority of cases the rela- 
tive state society makes no distinc- 
tion. Others believe that limiting 


eligibility to possession of a certifi- 
cate would have the effect of turn- 
ing over the whole matter of eligibil- 
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ity to the legislatures of some 53 
different political jurisdictions. They 
believe it would help the Institute 
to press for high standards and to 
resist attempts to lower existing 
standards if we preserved the right 
to decide whether state require- 
ments of education and experience 
are adequate. 

The disagreement of the commit- 
tee on this point is not nearly as 
significant as their unanimity of 
belief that the long-range objectives 
of the profession should be: 

1. A uniform standard for the C. P. A. 
certificate throughout the country in terms 
of examination, education, experience, ethi- 


cal requirements and other relevant factors; 
and 


2. Uniform admission requirements for all 
state societies and the Institute which should 
permit and eventually lead to a common 
membership in both. 

The committee has also on its 
agenda consideration of those prin- 
ciples which should govern the 
Institute’s relationship with (1) 
State societies; (2) other national 
accounting organizations; and (3) 
noncertified accountants. Beyond 
the formulation of certain broad 
objectives, noncontroversial in char- 
acter, the committee has not yet 
reached any definite conclusions on 
these three interesting and impor- 
tant questions though it has accom- 
plished much in defining the major 
considerations which should lie at 
the heart of sound conclusions. 

It should not be too difficult to 
agree on the broad objectives which 
should govern our relationship with 


other state societies and other na- 
tional accounting organizations. 
There is more room for differences of 
opinion on how these objectives, 
once defined, may be best achieved. 
The third question of our relation- 
ships with noncertified accountants, 
is, as you know, highly controversial 
and is inseparable from policy ques- 
tions on regulatory legislation. 


Continuing Education: 


If we are to keep pace with the 
growing demands on us for services 
there must be a continuing aware- 
ness that the education of the 
C. P. A. is not completed (indeed 
that it really only begins) with the 
attainment of his certificate and 
that it is never in fact really com- 
pleted. This is true at any level of 
practice. We know from the strong 
interest which is evident throughout 
the wide range of our membership 
that there is recognition of the im- 
portance of continuing education. 
We know too that there are impor- 
tant unfilled needs in this field at 
the present. 

The day has passed when on-the- 
job training will provide all that is 
necessary to develop the capabilities 
of the practicing accountant. The 
large firms, and some of the smaller 
firms, for some years have con- 
ducted training schools within their 
organizations. The first training 
class in my own firm was started 30 
years ago, in our New York office. 
As the program grew, similar classes 
were conducted in each of our larger 














4 7 LR B.& M. Journal — 





offices. Several years ago the train- 
ing activities were centralized, first 
within regions and finally into one 
centralized class which is conducted 
for four weeks in the summer on the 
campus of an eastern university 
with a follow-up course of two weeks 
the following spring. Last summer, 
about 150 students, newly employed 
from schools all over the country, 
attended. I believe our program is 
fairly typical of that of each of the 
national firms. Programs on this 
scale require an investment of money 
and a capacity of competent instruc- 
tion which put them out of reach for 
small firms or sole practitioners. 
There is no question but that the 
existence of a strong training pro- 
gram is a substantial inducement in 
interviewing students for employ- 
ment. The firm without a formal- 
ized program is at a competitive dis- 
advantage which it is unable to cope 
with on its own. 

Some time ago, the Executive 
- Committee authorized the Execu- 
tive Director to initiate a study of 
the whole subject of staff training 
and continuing education. The pro- 
ject was given high priority and 
was put under the direction of the 
late Robert L. Kane, Jr., Educa- 
tional Director of the Institute. His 
sudden death has deprived us of the 
leadership, talents and vision of a 
leader in his field. 

The initiation of a project of con- 
tinuing education which will satis- 
factorily meet the needs of the mem- 
bership throughout the country is 


an ambitious undertaking. I am 
pleased to report to you that the 
Council of the Institute at Phoenix 
appropriated $50,000 for the devel- 
opment and testing of such a pro- 
gram. It is our expectancy that the 
project when developed will become 
self-sustaining—indeed that it ulti- 
mately may be able to repay the 
initial working capital provided by 
the Institute. 


Management Services: 


During the past ten years there 
has been, as most of you are aware, 
a widespread growth of interest on 
the part of management in tech- 
niques for improving efficiency in 
the utilization of manpower. Infla- 
tion and increased competition have 
squeezed profit margins and pro- 
vided the impetus for automation 
and elimination of waste. The range 
of management’s concern and inter- 
est extends throughout all of the 
processes and functions of buying, 
producing, selling and record keep- 
ing. Some of the areas in which 
potential cost economies exist are 
outside of the normal province of 
the average C. P. A. In these cases, 
usually only those with strong back- 
grounds in engineering or in asso- 
ciated fields are competent to con- 
tribute constructive suggestions for 
improvement. There remain many 
areas, however, which are within 
the normal province of the C. P. A. 
Some of the problems in these areas 
may be solved without extensive 
additional training. Others, more 
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complex, require specialized train- 
ing and experience. 

As in the field of continuing edu- 
cation, the large national account- 
ing firms have been able to meet the 
needs of their clients by keeping 
their training and their organiza- 
tions abreast of the demands. To do 
so has required large investments of 
time and money. As is also true of 
continuing education, such needs as 
exist, and are properly of concern 
to the Institute, are those of our 
members with small practices. 

The need for continuing educa- 
tion is self-evident. It is not so clear 
as to the nature of the need or its 
extent in the field of education in 
the techniques of management serv- 
ices. I know that many of my 
friends who have smaller firms or 
who operate as sole practitioners 
hold the view that the very nature 
of their practices and the demands 
of their clients for advice and assist- 
ance required them to be able to 
furnish many services of a 
“management”’ character from the 
day they started out to practice. 
They believe that the needs of their 
clients while important are not of 
the type or complexity which re- 
quires supplemental education or 
training. Others operating at the 
same level of practice believe that 
there are important unsatisfied (and 
in many cases unidentified) needs of 
their clients. They feel that oppor- 
tunities exist for developing sub- 
stantial volume of profitable work 
and that if they do not acquire the 


knowledge necessary to identify the 
needs and to deal with them com- 
petently the client will turn eventu- 
ally to those who are better pre- 
pared. There is, I think, much 
merit in this apprehension. 

A prospectus of a research project 
in management services has been 
drawn up. It has the approval of 
the Executive Committee of the 
Institute, and Council has appro- 
priated $50,000 for the purpose. 
The broad objectives of the pro- 
posed plan are: 


1. To make available to local C. P. A.s 
who desire it, as much as possible of the 
knowledge and experience of others who 
have made a study of the subject, and 


2. To encourage, within the profession, a 
comprehensive methodical approach to sub- 
jects and areas of services which naturally 
fall within the scope of management services. 


The prospectus outlines suitable 
methods of implementation and 
provides for the employment of a 
research assistant to be attached to 
the staff of the Institute. We have 
high hopes that the program will 
provide constructive help to indi- 
vidual practitioners and firms with 
smaller practices. 


Accounting Research: 


For almost 25 years, we have 
reached and expressed our opinions 
on financial statements in terms of 
the degree to which they conform 
to generally accepted accounting 
principles. The development of a 
body of acceptable principles as the 
criteria for fairness of presentation 
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of financial data was inevitable. 
Without such a standard, under- 
standing of the data and hence its 
usefulness was seriously limited. 
With a generally understood and 
accepted set of principles to govern 
the preparation and presentation, 
the statements and our opinions 
took on new meaning and greater 
value. 

During the past few years, there 
has been a good deal of discussion of 
our research in the field of account- 
ing principles. The discussion, which 
has occurred both within and with- 
out the profession, has raised inter- 
esting and important questions. We 
are told that the public finds reports 
inadequate; that our attempts to 
make accounting utilitarian have 
not succeeded; and that we have 
failed to keep our principles suffi- 
ciently fluid to meet the challenge 
of a dynamic economy. Some of the 
criticism is pointless as it obviously 
is based upon a misconception of 
the accounting function and its 
capacities. There are far too many 
people even among groups which 
are generally considered to be sophis- 
ticated in financial matters who 
impute to accounting a degree of 
certainty which it does not have 
and which it never can attain. This 
misunderstanding in itself is evi- 
dence that we have had much more 
success in creating an appreciation 
of the value of properly prepared 
financial data than we have in edu- 
cating laymen as to the inherent 
imitations of such data. 


Much of the criticism which has 
come Our way, in my opinion has 
validity and suggests the need to 
reappraise our whole approach to 
accounting research. I, myself, hold 
that opinion. In my talk at New 
Orleans, I gave my reasons. If you 
are interested you can read them in 
the January issue of The Journal of 
Accountancy. The shortcomings 
which I see in our program are 
failures in method—not in people. 
There is not sufficient time this 
evening for me to develop the sub- 
ject at any length. I will however, 
try to summarize the problem for 
you. This is where I think we stand: 


1. We have done much to narrow areas 
of difference and inconsistency in financial 
reporting im the past 25 years. This could 
not have been achieved except through the 
acceptance of the concept of a body of gen- 
erally accepted accounting principles as 
criteria. 


2. Accounting principles are of great sig- 
nificance to others than the practicing ac- 
countant as for example, to management 
which has the primary responsibility to get 
out proper statements; to governmental 
agencies such as the S. E. C.; to creditors 
and stockholders and many others. Not- 
withstanding the community of interest, we 
practicing accountants through our Insti- 
tute, have accepted almost exclusive respon- 
sibility for the development of research in 
the field of accounting principles. To the 
extent that research is conducted outside 
our Institute, as for example, that which is 
done by the American Accounting Associ- 
ation, it is not coordinated with ours. 


3. Present methods of research give little 
if any opportunity to test new ideas—in 
fact it is probably not an exaggeration to 
sav that they tend to stifle creative thinking. 
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I have suggested a program which 
is based upon recognition that the 
development of accounting princi- 
ples is a job of pure research and 
should be dealt with as such. This 
approach would call for having the 
research done by professional re- 
searchers of proven competency 
(rather than by a committee com- 
prised of practicing accountants). 
Representatives of our profession; 
of the teaching profession; of indus- 
try and of regulatory bodies would 
have the right to make their view 
known to the research group. Pro- 
vision is made in my plan to have 
the results of the research passed 
upon, so far as substance is con- 
cerned, by Council of the Institute. 
Should Council approve, a recom- 
mendation of the research group 
would become binding upon mem- 
bers of our Institute. 

With the approval of the Execu- 
tive Committee, in January I ap- 
pointed a special committee to study 
the research function of the Institute 
in the field of accounting. The com- 
mittee which is under the chairman- 
ship of Weldon Powell of Haskins & 
Sells, is composed of: Paul Grady of 
Price Waterhouse & Co.; Leonard 
Spacek of Arthur Andersen & Co.; 
William W. Werntz of Touche 
Niven, Bailey & Smart; Dudley E. 
Browne, Comptroller of Lockheed 
Aircraft Corporation; Arthur M. 
Cannon, Vice President and Treas- 
urer of Standard Insurance Com- 
pany; Robert K. Mautz, Professor 
of Accountancy of the University of 


Illinois; Andrew Barr, Chief Ac- 
countant of the Securities and 
Exchange Commission; and Carman 
G. Blough, Director of Research of 
the Institute. Marquis Eaton also 
served as a member of the commit- 
tee until his untimely death. 

The committee is unrestricted as 
to scope. It is their job to receive 
and evaluate evidence and ideas 
which might help to determine 
whether there is a better way of 
doing a most important job. If there 
is a better way I am sure they will 
find it. It is unimportant whether 
it is my plan, one of the various 
others which have been suggested, 
or some combination of parts of all 
of them. 


Economics of the Profession: 


Much of our future progress is 
likely to depend upon the economic 
health of the profession. We can- 
not, for example, expect to attract a 
sufficient number of first-rate re- 
cruits to our ranks unless we can 
offer competitive starting salaries— 
and we cannot do that unless our 
firms are financially sound. Nor can 
we afford to invest much time in 
continuing education or in service 
to the profession if we can achieve 
a decent standard of living only by 
devoting all our energies to the day- 
to-day requirements of our practices. 

The sad fact is that every statis- 
tical survey undertaken by the 
Institute or state societies in recent 
years has proven that far too many 
C. P. A.s are caught in a maze of low 
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fees and long hours. Because of in- 
flation (combined with a neglect of 
our own housekeeping chores), 
C. P. A.s now occupy a far less 
favorable economic position in rela- 
tion to their colleagues in other pro- 
fessions than was true a decade ago. 
The income differential between 
C. P. A.s and their counterparts in 
industry, of course, is even greater. 

It is time that we made a frontal 
attack upon this problem—not only 
in our own self interest, but in the 
interest of the public. For this is 
not just a matter of increasing the 
incomes of C. P. A.s. It involves an 
improvement in our abilities to pro- 
vide a service of adequate quality 
and of widening scope. 

As many of you doubtless know, 
the Institute has already taken some 
steps along these lines. Again, under 
the inspiration of my immediate 
predecessor, Mark Eaton, the Coun- 
cil authorized the investment of 
$30,000 from reserve funds in an 
experimental project in the field of 
accounting economics. It did so 
with the hope that the money might 
be recovered through the sale of an 
initial series of three research bul- 
letins on incomes, fees, and client 
attitudes. That hope has been fully 
realized. The first series attracted 
more than 4,500 subscribers at $10 
each—thus assuring the continuance 
of the project. In fact, the response 
has been so generous that the next 
series will be expanded to four bul- 
letins without any increase in the 
subscription price. The new series is 


tentatively scheduled to include per- 
sonnel recruiting and administra- 
tion, time controls, client relations 
and the organization of a practice. 

These bulletins, incidentally, pro- 
vide no “‘open-sesame’’ to profitable 
practice. It might even be said that 
they contain more questions than 
answers on the effective manage- 
ment of a professional practice; but 
they do reflect the considered judg- 
ment of seasoned practitioners, and 
ought to stimulate some highly use- 
ful introspection on the part of 
every reader. Moreover, the pub- 
lications represent only a modest 
beginning. If the membership con- 
tinues to support the project, it will 
be broadened to include, in time, 
the organization of local workshops 
on the whole range of problems of 
operating a practice, the develop- 
ment of tape recorded talks for local 
use, and a more formal course of 
instruction as part of the continuing 
education effort. 

My remarks, I hope, will give you 
at least a partial insight into some 
of the matters in which we know 
the profession generally has a real 
interest. 

Earlier this evening I remarked 
on the importance of keeping open 
the lines of communication between 
members and the Institute. As you 
know, under our organizational pat- 
tern the Council is the body of 
ultimate decision on matters of 
policy. The elected officers, the 
Executive Committee, and the staff 
have the responsibility of imple- 
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menting and carrying out decisions 
of Council. This is sound organiza- 
tion but its effectiveness in terms of 
achievements which are in harmony 
with the wishes of the membership 
obviously depend, in the first in- 
stance, upon an informed Council. 

There are, I think, reasons to 
believe the Council, as a whole, is 
not so well informed as it might be. 
The staff, in my opinion, does every- 
thing reasonably possible to advise 
Council members of ideas and infor- 
mation which come to its attention 
and which relate to policy questions. 

The point at which improvement 
may be made is in strengthening the 
communication between Council 
members and their constituents. We 
have tried to impress the impor- 
tance of this upon members of 
Council. Our efforts have shown 
results, but real improvement in 
any major sense cannot occur with- 
out an awakening upon the part of 
the members individually to the 
necessity of making their views 
known to their Council repre- 
sentatives. 

Most members of Council lack 
the facilities required to keep in 
close touch with the membership in 
their states. If you have a point of 
view on any of the various questions 
of policy which are constantly be- 
fore us or on the Institute’s basic 
objectives or on how it is function- 
ing, it is important that you should 
make the effort to bring it to the 
attention of your representative on 
the Council. If you will do so, you 


will make a significant contribution 
to our ability to serve you better. 
One final reminder. All of us are 
the beneficiaries of an enormous 
amount of time and energy which 
our predecessors have unselfishly 
devoted to our profession. We owe 
them a tremendous debt of grati- 
tude. The only way in which we 
can begin to repay these obligations 
is to recognize that each of us, in 
turn, has a responsibility to do his 
utmost to leave the profession bet- 
ter than he found it. These words of 
Albert Einstein point the way: 
Try not to become a man of 
success but rather try to become 
aman of value. He is considered 
successful in our day who gets 
more out of life than he puts in. 
But a man of value will give more 
than he receives. 
If we will pattern our careers on 
that principle; if we remember that 
none of us may reasonably expect 
that others will hold our opinions in 
higher esteem than we do ourselves 
and that we must therefore base 
our opinions upon standards which 
are of the highest quality of which 
we are capable; if we keep in mind 
that complacency is the foe of prog- 
ress and that we should not hesi- 
tate to identify ourselves with new 
ideas merely because they are new 
while, at the same time, remember- 
ing that there is no merit in change 
merely for the sake of change, all of 
us, in Our own way can make a 
significant and lasting contribution 
to our profession. 
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Operations Research at L. R. B. & M. 


By HERMAN C. HEISER 


In the day-to-day operations of 
their business, company executives 
are continually faced with the prob- 
lem of selecting from many alterna- 
tives the most profitable course of 
action. To solve these decision- 
making problems, executives most 
often rely upon intuitive judgment 
gained through personal experience. 
If an engineer or architect relied 
upon intuition in making decisions 
relating to the design of machines 
or structures, he would leave a trail 
of costly errors. To avoid the eco- 
nomic cost of wrong decisions he 
uses scientific methods, the physical 
sciences and mathematics in his 
work. 

Wrong managerial decisions are 
also very costly, though the evi- 
dence is not always conspicuous. 
The complexity of modern business 
and increasing competitive pres- 
sures demand the application of 
scientific techniques to the decision- 
making process. For this reason 
Operations Research is coming into 
wide use by business and industry. 

L. R. B. & M. has expanded its 
central staff activities to encompass 
Operations Research in the services 


the firm offers to its clients. Dr. 
Tibor Fabian, Director of Opera- 
tions Research for the firm, is an 
authority in this field. Educated in 
Budapest, he received his Doctorate 
from the Hungarian University of 
Technical Sciences. He came to the 
United States in 1949 and taught 
managerial economics at the Uni- 
versity of California in Los Angeles, 
where he also obtained the degree of 
Ph.D. in Economics. For six years 
he was a Research Economist with 
the Management Sciences Research 
Project at U. C. L. A. Subsequently, 
he was associated with the Opera- 
tions Research Group and the En- 
gineering Administration Depart- 
ment of Case Institute of Tech- 
nology in Cleveland. He has had 
extensive personal experience in 
guiding and assisting several large, 
well known industrial companies in 
initiating Operations Research pro- 
grams and in applying scientific 
techniques to the solution of busi- 
ness and industrial problems. The 
following case study is drawn from 
Dr. Fabian’s experience and may 
serve as an example of the possibil- 
ities inherent in this relatively new 
approach. 
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An Operations Research Case Study 


By Dr. TIBOR FABIAN 
Director, Operations Research 


Introduction: 


In the January-March, 1955, 
issue of the L. R. B. & M. JOURNAL, 
the concluding sentence of an article 
by McCullough and Scharff states: 

The public accountant “should 
. . . be familiar with the types of 
problems which can be solved by 
operations research methods, where 
technical assistance can be obtained, 
and in many cases, . . . should be 
able to assist the clients in gather- 
ing the cost and statistical data that 
underlie the . . . equations.’’! 

Now that technical assistance in 
Operations Research is available 
within L. R. B. & M., the pages of 
this Journal will be used to survey 
the O. R. field. This will be done in 
several steps. As an introduction, 
this article will describe an actual 
O. R. case study from its conception 
to the conclusion, but leaving out 
the technical mathematical mate- 
rial. A later article will briefly 
review several business and indus- 
trial problems which were solved by 
O. R., in order to show the wide 
scope of the approach. The series 
will conclude with a non-technical 
summary of mathematical tech- 
niques used by operations research- 
ers. Re-reading the McCullough- 





1John McCullough and A. Karl Scharff, 
“Operations Research.” L. R. B. & M. 
JOURNAL, Vol. 36, No. 1, pp. 11-15. 


Scharff article (see Footnote 1) 
would give an excellent background 
to this series. 


How the Study Originated: 


At a meeting between the presi- 
dent and several other executives of 
The Company, the policy for pur- 
chasing one of the essential raw 
materials was under review®. In 
the past, purchases were made in 
order to keep a “‘reasonable’’ buffer 
inventory at a constant level; in 
other words, purchases were replac- 
ing stock used in production. At 
the beginning of each month the 
expected usage was estimated and 
the purchasing department received 
authorization to buy the amount to 
be used during the month. The 
buffer inventory was necessary be- 
cause of delivery lags and unantici- 
pated increases in production rate. 
The price of the material had been 
at times fairly stable; recently, how- 
ever, it had been subject to wide 
fluctuations. 

At the meeting, the purchasing 
department contended that a differ- 
ent policy, which would enable the 
department to take advantage of 
price fluctuations, would be advan- 

2 The company’s name and industry af- 
filiation has been withheld. It is a large 
corporation with yearly sales well over 500 


million dollars and profits before taxes in 
excess of 75 million. 
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tageous to the company. The heads 
of the operating departments, how- 
ever, objected to what they con- 
sidered market speculation; in their 
view the company’s revenues and 
costs should be justified by the 
quality of the products and services 
and the efficiency of the production 
system. Ultimately, the view of the 
financial executive was accepted; 
the company should investigate 
material purchasing as a potential 
source of savings because a slacken- 
ing of economic activities was 
expected. 

It had taken a long time for this 
agreement to be reached and it 
began to seem as though the meet- 
ing would never adjourn. Suddenly, 
someone mentioned hearing that 
Operations Research was being 
widely talked about as the “‘up and 
coming” means of improving man- 
agerial decision making. Someone 
else recalled that articles on O. R. 
had appeared in Fortune magazine, 
in the Harvard Business Review and 
the Journal of Business of the Uni- 
versity of Chicago;? the American 
Management Association had sent 





3 Herbert Solow, “‘Operations Research Is 
In Business.’’ Fortune, February, 1956, pp. 
128 to 131. 


Cyril C. Hermann and John F. Magee, 
“Operations Research For Management.” 
Harvard Business Review, July-August, 1953, 
pp. 100 to 112. 


Malcolm W. Hoag, “Operations Research 
—A New Science?” Journal of Business, 
July, 1957, pp. 162 to 171. 


out information on this aid to busi- 
ness policy makers, but most of the 
papers had been put aside in the 
press of current work. In the subse- 
quent discussion, interest in the 
subject mounted, but it became 
obvious that no one present had 
really investigated the substance of 
O. R. It was finally agreed to post- 
pone the decision on purchasing 
until further inquiry into the possi- 
bilities of the new method had been 
made. 


The results of this meeting were 
the following: 


1. A Committee chaired by the Director 
of Technical Research was set up to review 
the subject of O. R. 


2. A consulting group in operations re- 
search was contacted. 


3. A one week course on operations re- 
search was conducted for the members of 
the Committee by the consulting group. 


4. An operations research team was estab- 
lished, with members drawn from the com- 
pany’s engineering staff and the consulting 
group. 


5. The operations research team was given 
an initial short period to consider several 
current problems and the economies attain- 
able by the solution of each of them and 
was asked to recommend one for more 
detailed investigation. At the end of this 
period the results were reported to the Com- 
mittee which decided that the purchasing 
problem should be attacked first. 





4 During the course on O. R. the Com- 
mittee observed that in addition to the pur- 
chasing problem, numerous other problems 
of the company could be subjected profit- 
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Results: 


At this point the reader is asked 
(1) to think how the problem (or 
any similar one that he is acquainted 
with) would be solved without the 
use of operations research and (2) 
how confident he would be that that 
solution is the best of all possible 
solutions. ‘Clearly, the policy fol- 
lowed by the company was “‘a solu- 
tion’”’ to the purchasing problem. It 
was an answer to the company’s 
fundamental question “How much 
to buy and when?” There undoubt- 
edly are numerous other answers, or 
policies, equal to, better, or worse 
than the policy followed by the 
company. Just how to find the best 
of all policies economically (i.e., 
without necessarily trying out all 
feasible policies) is the essential task. 

This task was undertaken by the 
operations research team and suc- 
cessfully fulfilled. A policy was 
developed which, had it been in 
operation for several. years in the 





ably to operations research. Some of these 
were: 

1. Plant production scheduling for better 
utilization of production capacity. 

2. Scheduling freight movement for de- 
creasing costs associated with freight car 
demurrage charges. 

3. Determination of optimal number and 
location of warehouses in view of alternative 
shipping methods. 

4. Determination of optimal material 
usage in view of changing material prices. 

5. Determination of product inventories 
to satisfy fluctuating markets at minimum 
cost. 


past, would have resulted in more 
than one million dollars yearly sav- 
ings over the policy which was fol- 
lowed by the company. These 
savings and the high probability 
that the price of the commodity in 
question would fluctuate during the 
forthcoming years induced the Com- 
mittee to recommend, and the 
executives to accept, the installation 
of a new purchasing policy. 

In addition, the company obtained 
very valuable ‘windfall’ results. 
While performing the study, the 
operations research team noted weak 
points in some of the company’s 
decision procedures and several of 
these were subsequently and profit- 
ably changed. 


How the Results Were Attained: 

The following is a step-by-step 
summary of the approach taken by 
the O. R. team: 


1. All restrictions imposed in the past by 
the Company on purchasing were set aside 
with the exception of one consideration: once 
the commodity was bought it could not be 
re-sold. 

2. The problem was defined as follows: 
“How much to buy on any one day in view 
of what may happen in the future so that 
the Company’s objective in purchasing 
should be attained.” 


3. The minimization of the expected costs, 
associated with the purchasing, holding and 
possible shortage of the material was stated 
as the objective.® 

4. A “mathematical model,” or mathe- 
matical equivalent, of the problem was de- 





5 The word “‘expected”’ is defined here in 
terms of probability calculus: the mean 
value of a probability distribution. 
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veloped. With the help of the model, the 
O. R. team was able to derive the best pur- 
chasing policy without trying to test all 
conceivable policies and choosing the best of 
the alternatives considered. In this model 
the market price of the material and the 
volume of material inventory became the 
essential datum (uncontrolled variables) on 
which the decision depended. The policy, 
or control variable, was the amount to be 
bought, and the cost components, unit hold- 
ing, handling and shortage costs, were the 
constants, technically called parameters, of 
the problem. 


5. The use of a computer was required 
for the continuous computation of the opti- 
mal purchasing policy with the help of the 
solution of the mathematical model. How- 
ever, neither did the company have a com- 
puter, nor was it feasible to use it when in 
fact split-second decisions had to be made 
in the course of telephone conversation with 
middlemen. The O. R. team, therefore, de- 
veloped a method whereby the optimal so- 
lution could quickly be approximated with 
the use of graphs. These graphs related the 
stock on hand and the price of the commod- 
ity to the optimal amount to be held at any 
conceivable price. 

6. The approach was extensively tested 
on past market and production data before 
the O. R. team recommended its acceptance. 

7. The new purchasing policy was incor- 
porated into the day-to-day work of the 
purchasing department. 

8. The study required about four months’ 
work of three O. R. experts of the consult- 
ing group and of two company employees, 
in addition to the work performed in gather- 
ing data by the various operating depart- 
ments under the guidance of the team. 


Conclusions: 


What does the above case study 
teach about Operations Research? 


1. O.R. works on problems associated 
with executive decision-making. In the 


above case the subject of O. R. was the 
design of a purchasing policy and involved 
an increase in the average level of material 
stocks. In other cases, some of the problems 
solved were: 


Expansion of plant and equipment; 

Design of a system for production 
scheduling; 

Determination of the number and 
location of warehouses; 


Allocation of advertising budget; 
Replacement of truck fleet or ma- 
chinery; 
and others, too numerous to list here. Such 
cases will be reviewed in later issues of the 
LYBRAND JOURNAL. 


2. The objective of O. R. is to find the 
decision that optimizes the expressed objec- 
tive of the company involved in the study. 
Expected costs of purchasing and holding 
stocks, over time, was the “‘optimizer’’ in 
the example; the company wished to de- 
crease these costs as much as possible. 


3. O. R. uses powerful analytical tools in 
order to attain the desired results. These 
tools are: scientific procedures developed by 
physicists, chemists, biologists of our time 
and codified by leading philosophers; 
branches of mathematics, some of which 
were developed because of the stimulating 
effect on leading mathematicians of manage- 
ment-type problems, such as linear pro- 
gramming, gare theory, dynamic program- 
ming, statistical decision-making and others. 
It is the rigor and precision of the language 
of mathematics, rather than its ability to 
handle large number of variable tactors in 
an executive problem, that makes it a power- 
ful analytical tool. 


4. O. R. may require the use of a high- 
speed electronic computer, but this is not 
always a “must.’’ Usually a computer is 
used, when the number of variable factors 
in a problem is large, when simple compu- 
tational tools are unavailable, yet a high 
degree of accuracy is required in the nu- 
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merical solution. When the use of mathe- 
matical methods becomes very cumbersome, 
a problem may also be solved by a method 
known as “computer simulation.” It should 
be noted, however, that the computer is not 
a part of the logic of problem formulation 
or problem solution. It is a vehicle which, 
when employed, carries out a tedious task 
that is either impossible or infeasible to 
perform by human work. 


5. O. R. operates best when the O. R. 
team reports directly to top management 
and when the team is in an environment 
where its difficult task is understood and 
appreciated in view of the potential high 


pay-off. Results are not obtained by “‘quick 
and dirty’”’ methods; the analysis of a prob- 
lem and its solution requires time during 
which we can find periods when the team 
looks as if it were standing still and getting 
nowhere. Like any research, O. R. too is 
creative work which cannot be turned on 
and off by the flick of a switch. Four 
months were required to solve the problem 
that was discussed in the case above; the 
implementation took another three to four 
months. This may seem long, but no pres- 
sure was put on the team to deliver the 
results soon. Consequence: the excellent 
results. 
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Awards for Prize-Winning Articles 


The Firm announces a change in the rules governing the 
selection of prize-winning articles, effective January 1, 1959. 
The revised rules provide for a first prize of $1,000 and a second 


prize of $500 in each of three categories: 


1. THE JOURNAL OF ACCOUNTANCY. 
2. The L. R. B. & M. JOURNAL. 
3. All other periodical publications. 


Papers published during the year will be reviewed initially 
by the Committee on Publications from the standpoint of such 
factors as length, timeliness, technical nature, originality and 
contribution to the literature of accounting, auditing and 
related fields. The final selection of prize-winning papers will 
be made by qualified individuals who are not connected with 
the Firm. 
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The 1958 Central Training School 


INTRODUCTION 


Two centralized training pro- 
grams for the audit staff were con- 
ducted at Drew University during 
the past summer. The Elementary 
Course (August 4-29) was attended 
by 135 men and women who had 
recently joined the Firm. The 
Advanced Course (June 16-27) was 
attended by 135 men, most of whom 
were in the first centralized training 
course given in the summer of 1957, 

Mr. Philip L. Defliese, a resident 
partner of the New York office, had 
general responsibility for the two 
programs. He was assisted by Mr. 
Charles C. Martin, who served as 
director, by twelve instructors for 





each program, and by a number of 
partners and staff personnel from 
the Detroit, New York and Phila- 
delphia offices who participated in 
evening seminars and special 
sessions. 


The class arrangements were sub- 
stantially the same in the two pro- 
grams. Each group of 135 trainees 
was divided into four classes and 
each class was divided into three 
units. One instructor was assigned 
to each unit, which permitted him 
to concentrate his attention on ten 
to twelve trainees. At the midpoint 
of the Elementary Course, all sec- 
tions were reassigned to provide the 
benefits of limited rotation. 


Instructors . 


Row: 
First: 
Y.), F. G. Beatty (N.Y.), G. 

. E. DooLey 
DeEFLIESE, In Charge (N.Y.), M. 


(Phila.), H. A. HUENE (NY), J. B. ALFANO, JR. (N.Y). 
A. Dyson (Bost.). 


G. L. Stmmon (Phila.), L. MoscarREL_o (N.Y.), F. P. Smrtu, Educational Dir., C. C. MARTIN 
(N. E. Grsson (Pitts.), D. G. Perry (San Fran.). 


Second: D. Kre.u (N.Y.), R. M. Hutcuison (Det.) 


C. S. Vocan (Phila.) 
Not present: P. i 


H. A. ANDERSON (Bost.) 
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Class Lecture, Drew University 


THE ELEMENTARY COURSE 


This course was designed to equip 
the new staff member with the 
practical auditing skills needed in 
his first few years on the audit staff. 
Emphasis was placed upon the 
preparation of working papers and 
the role of the junior accountant in 
each phase of an audit. The imme- 
diate training needs of the junior 
auditor, such as cash work, receiv- 
able confirmations and aging, in- 
ventory observation, and vouching, 
were stressed. Longer-range train- 
ing areas, such as inventory pricing, 
plant and depreciation, capital and 
dividends, were also covered. As a 
whole, the course provided the 
trainees an insight into the Firm’s 
policies and procedures and served 
as a refresher in accounting prin- 
ciples and auditing procedures, in 
order to facilitate their advance- 


ment to semi-senior and senior 
levels. 

All but five of the trainees were 
college graduates and twenty-one 
held master’s degrees. Three-quar- 
ters of the group had served in the 
Armed Forces. Almost one-half of 
the group had some prior public 
accounting experience, the amount 
ranging from six months to two 
years. Twenty of the trainees had 
served internships. 

The program included central lec- 
tures, group lectures, and discus- 
sions, working paper preparation, 
assigned readings, examinations, 
and evening seminars. Classes were 
held from 8:30 A.M. to 4:30 P.M., 
Monday through Friday. A sub- 
stantial amount of work outside the 
classroom was necessary in order to 
meet the requirements of this pro- 
gram. This was especially evident 














20 


L. R. B. & M. Journal 








during one evening of the second 
week when the electric service on 
the campus failed for a six-hour 
period. Many of the students com- 
pleted their study assignments by 
candlelight and some were observed 
studying by the dome lights in 
their cars. 

A number of individuals visited 
the Elementary Course, including 
Messrs. R. N. A. Kidd and P. Dor- 
man, partner and group supervisor 
respectively, of the Montreal office 
of McDonald, Currie & Company, 
and Mr. R. S. Amegashie, account- 
ing lecturer at Kumasi College of 
Technology in Ghana, who was 
observing the methods used in the 
training of professional accountants 
in America. 


ADVANCED COURSE 


Although the Advanced Course 
represented essentially a reconven- 


ing of the 1957 Elementary Course, 
there were a number of changes in 
the student body. These resulted 
principally from temporary separa- 
tion from the staff for service in the 
Armed Forces, from pressing en- 


.gagements, and the enrollment in 


the Advanced Course of a number 
of trainees who did not attend the 
1957 course. All of the members of 
this course had the benefit of at 
least ten months’ experience in the 
field. 

The course program included 
some refresher training such as the 
review and further elaboration of 
auditing procedures and related 
working papers regarding cash, re- 
ceivables, inventories, and tax allo- 
cations. The subjects for this part 
of the course were determined after 
a study of a questionnaire which the 
students completed and from com- 
ments and criticisms obtained from 
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Classroom Study Session, Drew University 


seniors for whom the trainees had 
worked. Prior to the course, the 
instructors reviewed summaries of 
the personnel reports submitted 
regarding the auditing ability of 
each individual as demonstrated 
during the ten-month period follow- 
ing the Elementary Course in 1957. 
Remedial work was provided by the 
instructors on an individual basis. 

The major part of the program 
was devoted to advanced training. 
The subjects covered included the 
preparation of the financial state- 
ments and schedules required for 
the S. E. C. annual report (Form 
10-K), short and long-form reports, 
federal income tax returns and in- 
ternal control letters, all based 
upon the working papers prepared 
in the Elementary Course in 1957. 

The subjects listed above were 
supplemented by class problems, all 
of a practical nature, and by written 





assignments. These included as- 
signed sections of the letter on 
internal control, the text portion of 
the long-form report on the audit 
practice case, and notes to financial 
statements. The program concluded 
with a careful analysis of the audi- 
tor’s report and the financial state- 
ments included in the published 
annual reports of five companies. 


COURSE EVALUATION 


Trainees in each of the two pro- 
grams were requested to complete 
comprehensive unsigned course 
evaluation questionnaires giving 
their suggestions for planning future 
programs. These questionnaires 
have been summarized and reported 
to all offices. The many construc- 
tive suggestions will be given careful 
consideration in planning the 1959 
programs. 
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Group A 

Row: 

First: Instructors: L. C. MoscarRELLo (N.Y.), R. M. Hutcuison (Det.), G. L. Stmmon (Phila.). 

Second: E. S. AverKA (Bost.), W. K. BARGEN (Chi.), A. K. Boom (N.Y.), J. F. BRoCKSCHLAGER 
(Bost.), B. J. CHRISTENSEN (San Fran.), P. J. Deck (St. Louis), F. J. Cox (Cin.), W. A. 
CurarkK, III (Phila.), J. F. Derrico (N.Y.). 

Third: T. M. Garvin (Chi.), A. B. Gincotp (N.Y.), J. F. Goss (Phila.), R. HAMBURGER (Det.), 
J. H. Hotpswortsu (Bost.), R. W. KELBER (N.Y.), R. H. McDevirr (N.Y.), A. May, Jr. 
(L.A.), D. C. Macautay (Balt.). 

Fourth: D. C. Messner (Rock.), R. G. Metcautr (N.Y.), J. S. Furst (Phila.), J. V. Mutter 
(N.Y.), J. V. PARENTE (Bost.), H. R. PEARSON (Dallas), H. M. PETERSEN (Chi.), W. J. 
PowELL (N.Y.). 

Fifth: J.S. Rorro (N.Y.), L. B. SULLIVAN (Chi.), C. N. Smiru (N.Y.), L. R. SHANNAHAN (Det.), 
J 


. R. THomas (L.A.), P. F. WesBer (N.Y.), R. H. WrtLouGHsBy (Det.), N. R. Wyman 
(N.Y.), B. R. Wrnsteap (Birm.). 





Group B 


Row: 
First: Instructors: G. E. Gipson (Pitts.), D. G. Perry (San Fran.), F. G. Beatty (N.Y.). 
Second: W. E. AcKLEy (Bost.), R. F. ANDERSON (Det.), L. J. APPIGNANI (N.Y.), W. D. ARMSTRONG 
(Cleve.), H. D. BARBour (Birm.), G. J. Baroni (Chi.), W. A. Brnastewicz (Phila.), J. L. 
BolIsvErRT (Bost.), J. N. Bruce (N.Y.). 

Third: W. P. Cooke (Pitts.), J. H. Crawrorp (L.A.), F. A. DiCicco (Bost.), D. M. FARLING 
(Phila.), R. H. Frey (N.Y.), R. Gotper (N.Y.), T. J. GorMAN (Chi.), R. W. Gray (San 
Fran.), H. O. Gugss (Phila.). 

Fourth: J. A. Hoitrup (St. Louis), M. I. IsENBERG (Bost.), A. M. KEessELHAuT (N.Y.), H. J. 
McCLaNaAHAN (L.A.), J. H. McGutness (N.Y.), R. J. Pausia (Rock.), R. J. Prata (N.Y.), 

V. F. Raso (Bost.), T. J. Rownp (Chi.). 

H. V. Ryan (N.Y.), J. D. SHARLAND (Det.), J. P. Smitw (N.Y.), H. E. Watson (N.Y.), 

H. WEINBERG (N.Y.), W. D. West (Tor.), H. WitrrKowskgI, Jr. (Chi.), N. K. Hit (Det.). 


Fifth: 











Row: 
First: 
Second: 


Third: 


Fourth: 


Fifth: 


Row: 
First: 
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Group C 


Instructors: H. A. ANDERSON (Bost.), D. KRELL (N.Y.), C. S. VoGAN (Phila.). 

A. C. BARKER (Bost.), R. L. Bates (Birm.), E. J. Sicmtyiro (St. Louis), A. E. BEatry 
(Det.), R. E. Bropers (Chi.), F. W. Butter (N.Y.), V. M. MorGENROTH (Phila.), J. L. 
DEIDESHEIMER (Cin.), N. O. DOHLEN (L.A.). 

D. S. MILLER (Det.), W. D. DurGIN (Bost.), N. Fromperc (N.Y.), D. L. Carr (Phila.), 
R. J. French (Tor.), H. D. Graves (Cleve.), W. M. Jounson, III (N.Y.), L. z 
KINNER (N.Y.). 

J. N. McCorp (L.A.), G. W. McQueen (N.Y.), D. MANDELL (Det.), N. H. Mruver (N.Y.), 
F. C. MiscukeE (Chi.), J. P. Moore (Bost.), F. R. MurtaGcu (N.Y.), J. B. NIELSEN (San 
Fran.), C. D. Rickry (N.Y.). 

D. L. Rreck (Rock.), J. C. RoGers, Jr. (Phila.), R. E. Sasnas (Chi.), F. J. ScoRETTER 
(N.Y.), R. M. Bay (N.Y.), R. P. Smiru (Det.), R. A. StTittmMan (Bost.), B. TINKOFF 
(N.Y.) .H .G. WIsKER (N.Y.). 





Group D 


Instructors: J. B. ALFANO, JR. (N.Y.), P. E. Dootry (Phila.), M. A. Dyson (Bost.) not 
present. 


Second: L. H. BERMAN (N.Y.), S. M. Biazar (Bost.), W. S. Casas (Chi.), G. D. CHESTER (Phila.), 
J 


Third: 


Fourth: 


Fifth: 


. E. Connell (Det.), G. F. Domintak (Det.), I. FELDMAN (Bost.), R. N. Martrson (N.Y.). 
F. J. Grey (Phila.), R. E. HIGHMAN (Cleve.), R. G. JoHNSON (L.A.), R. A. KEENAN (N.Y.), 
B. Kine (Birm.), B. J. McAvary (N.Y.), C. E. Giiiiam, Jr. (N.Y.), H. M. CorneE .t, 
Jr. (N.Y.). 

D. W. Moopy (Chi.), C. M. Moser (L.A.), J. A. O’CALLAGHAN (Bost.), W. H. OvERCASH 

(N.Y.), F. L. Rosperts (N.Y.), R. E. Suater (N.Y.), E. J. SmituH (Chi.), G. L. SoreNsON 
(Rock.). 

A. V. SuLMONTE (Bost.), R. J. THErRAUF (Cin.), E. N. Tormey, Jr. (San Fran.), R. E. 
WENNER (Det.), D. T. Wricut (N.Y.), W. E. Roescu (Hart.). 
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Welfare and Pension Plans Disclosure Act 


FRED W. REPLOGLE 
(New York Office) 


On August 28, 1958, the Presi- 
dent signed the Welfare and Pen- 
sion Plans Disclosure Act. This law 
establishes reporting requirements 
for employee welfare and pension 
plans which should be of interest to 
certified public accountants. <A 
brief consideration of the reasons 
why this law was passed may be 
helpful in understanding its 
requirements. 

This law represents the culmina- 
tion of the phenomenal growth of 
employee welfare and pension plans 
over the past two decades. Con- 
gress felt that, because of this rapid 
growth, controls have not been suf- 
ficiently established to prevent the 
misuse of the funds available to such 
plans. Certain examples of such 
misuse were given wide publicity in 
congressional hearings earlier in 
1958 and do not need elaboration 
here. 

The objective of the law is to pro- 
tect employees covered by such 
benefit plans through adequate dis- 
closure. Therefore, effective Janu- 
ary 1, 1959, all welfare and pension 
benefit plans covering more than 
twenty-five employees (with cer- 
tain other exceptions) must publish 
an annual report within one hundred 
and twenty days after the end of 
the policy or fiscal year. 

This report must be sworn to by 


the administrator (subjecting him 
to criminal penalties of not more 
than a fine of $10,000 or five years 
imprisonment, or both, for any falsi- 
fication, concealment, fictitious or 
fraudulent statements, representa- 
tions, etc.) or certified by an inde- 
pendent certified public accountant 
or licensed public accountant (not 
subject to such penalties). 

In addition to the annual report, 
a description of the plan must be 
published within ninety days of the 
establishment of such plan or within 
ninety days after January 1, 1959, 
whichever is_ later. Therefore, 
March 31, 1959 becomes the first 
report deadline for already-estab- 
lished plans. The description of the 
plan is not required to be certified 
by a public accountant. 


ADMINISTRATOR 


The administrator who is charged 
with the responsibility for publish- 
ing the information under the law 
refers to: 


1. the person(s) designated by the plan 
or collective bargaining agreement with re- 
sponsibility for ultimate control, disposition, 
or management of the money received; or 


2. in the absence of such designation, the 


person(s) actually responsible for the con- 
trol, disposition, or management of the 
money received, irrespective of whether the 
control is exercised directly or through an 
agent or trustee. 
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COVERAGE 


The law is quite broad in defining 
the type of plan subject to these 
requirements. The term “employee 
welfare benefit plan” is defined as 
any plan established “for the pur- 
pose of providing . . . through the 
purchase of insurance or otherwise, 
medical, surgical or hospital care or 
benefits, or benefits in the event of 
sickness, accident, disability, death 
or unemployment.” The term 
“employee pension benefit plan” 
means any plan established “‘for the 
purpose of providing . . . by the 
purchase of insurance or annuity 
contracts or otherwise, retirement 
benefits, and includes any profit- 
sharing plan which provides bene- 
fits at or after retirement.” The 
law applies to any employee welfare 
or pension benefit plan, established 
or maintained by an employer or 
employee organization, except plans: 

1. administered by Federal or State gov- 
ernments, their agencies or political sub- 
divisions; 

2. established and maintained solely to 
comply with applicable workmen’s compen- 
sation or unemployment compensation dis- 
ability insurance laws; 

3. exempt from taxation under section 
501 (a) of the Internal Revenue Code of 1954 
and which are administered by an organiza- 
tion described in sections 501 (c) (3), 501 (c) 
(4) and 501 (c) (8) of such Code; or 

4. covering not more than twenty-five 
employees. 


Plans exempt from taxation are 
those which have been approved by 
the Treasury Department. Section 


501 (c) (3), (c) (4), and (c) (8) refer 
generally to the following types of 
organizations: 

1. religious, charitable, scientific, or edu- 
cational organizations, of which no part of 
net earnings inures to the benefit of any 
private shareholder or individual, which does 
not carry on propaganda or attempt to 
influence legislation and does not participate 
in any political campaigns on the behalf of 
any candidate; 

2. civic leagues and associations of em- 
ployees of one or more employers in a single 
locality, organized for charitable, educational 
or recreational purposes; 

3. fraternal organizations operating under 
the lodge system and providing insurance 
or similar benefits to members or their 
dependents. 


ANNUAL REPORT 


This report must be published 
within one hundred and twenty 
days after the end of the calendar 
year (or end of policy or fiscal year 
if records are kept on such basis). It 
shall be signed by the administrator, 
and the information required shall 
be sworn to by the administrator 
(subjecting the administrator to the 
Criminal Code penalties described 
above) or certified to by an inde- 
pendent certified public or licensed 
public accountant. Such certifica- 
tion shall be based upon a compre- 
hensive audit conducted in accord- 
ance with accepted standards of 
auditing. 

The following information is re- 
quired for this report: 


1. the amount contributed by the em- 
ployer(s); 
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2. the amount contributed by the em- 
ployees; 


3. the amount of benefits paid or other- 
wise furnished; 


4. the number of employees covered; 


5. a summary statement of assets, liabili- 
ties, receipts and disbursements of the plan; 


6. adetailed statement of the salaries, fees 
and commissions charged to the plan, to 
whom paid, in what amount, and for what 
purpose. 


In addition to the above informa- 
tion, reports on funded employee 
pension benefit plans shall include: 


1. the type and basis of funding, actuarial 
assumptions used, amount of current and 
past service liabilities, and number of em- 
ployees, including retired, covered by the 
plan; 

2. a summary classified statement of as- 
sets valued at lower of cost or present value; 


3. a detailed list of all investments in 
securities of the organization or other inter- 
ested party, unless such securities are listed 
on an S. E. C. regulated exchange or regis- 
tered under the Investment or Public Utility 
Holding Company Acts of 1940 and 1935, 
respectively ; 


4. a detailed list of all loans made to 
certain persons as specified in the law. 

Unfunded plans are generally 
required to report only benefits paid 
during the past five years. Plans 
which provide benefits through an 


imsurance carrier are required to 
submit, in addition to the general 
information relative to contribu- 
tions, benefits, etc., data relative to 
premium rates, total premiums, 
number of persons covered, claims 
paid, commissions and fees paid and 
to whom, and other similar informa- 
tion. Where the carrier does not 
maintain separate records for each 
group serviced, a statement of the 
premiums charged, details of certain 
costs, and a financial report of the 
carrier are sufficient. 


PUBLICATION 


The administrator is required to 
make available in the principal 
office of the plan copies of the 
description of the plan and the 
latest annual report to participants 
or beneficiaries. He also must de- 
liver upon written request to such 
persons a copy of the description of 
the plan and a summary of the 
latest annual report. Two copies of 
the description and each annual 
report must be filed with the Secre- 
tary of Labor. Forms which may be 
used for the description and the an- 
nual report have been prepared by 
the Secretary of Labor and are 
available to the administrators of 
such pians on request. 
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Course in Cost Accounting and Budgeting 


Twenty-eight staff men from four- 
teen offices participated in an ex- 
panded course in cost accounting 
and budgeting held at Phillips Exe- 
ter Academy, Exeter, New Hamp- 
shire, June 9-21, 1958. Course 
material selected and prepared un- 
der the direction of members of the 
Harvard Business School faculty 
included several cases prepared from 
L. R. B. & M. management services 
engagements. 

Following the outline of a similar 
course presented in 1957, case study 
material presented by Professors 






Row: 
First: 


Participants in Exeter Course 


Neil E. Harlan and Earl D. Bennett 
of Harvard Business School empha- 
sized the needs of management for 
control data in the areas of cost con- 
trol, pricing policies, budgeting tech- 
niques and inventory policies and 
the uses of return on investment as 
a tool of management. A lecture 
by Professor Kenneth Andrews of 
Harvard Business School and two 
films presented material for discus- 
sion on consideration of the human 
factors in business. Members of the 
Firm and staff members from the 
Philadelphia, Detroit and New York 


ERNEST R. WisH, CHARLES S. Davis, JR., WALLACE J. BURGESS, W. WALLACE JAMIESON, 


HERBERT H. Harris, CHARLES R. McCreapy, Nei E. HARLAN, Instructor, Eart D. 
BENNETT, Instructor, WILLIAM J. BuRGEsS, HERBERT W. BADER. 

Second: Arno R. KassANDER, Lecturer, ROBERT L. BURTON, HERBERT F. KLUGE, RoBert L. Srarks, 
GILBERT J. BARKER, MICHAEL SHEGDA, Lecturer, JosEPH R. O’ROURKE, MARK C. WALKER, 
Committee Member, ROBERT STRAITH, MERLE E. LONG. 

Third: James R. CitarK, GILMER C. MARKWARDT, JAMES D. MCMENAMIN, HENRY C. ELFERs, 
Committee Member, Roscoe E. IrRvING, CHARLES H. MONTGOMERY, Howarp N. Smit, 


CARLIN OLIPHANT, PauL H. AMMANN. 


Fourth: R. M. Hutcuinson, DonaLp E. BEATTIE, T. R. PLemm, Lecturer, Joan T. GALLAGHER, 


JouN LOUGHLIN, RICHARD MILLEs. 
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offices presented case material and 
lectures on survey techniques, plan- 
ning management services programs, 
preparation of reports, production 
controls and building cost systems. 
Active participation in the four 80- 
minute classes scheduled each day 
required extensive preparation by 
the members of the class and led to 
many impromptu discussion groups 
where ideas and arguments for the 
class sessions were developed. 
Arrangements for the course were 
made by the Management Services 
Committee of the Firm, with the 
assistance of Professors Bennett and 
Harlan. Partners and staff mem- 
bers who assisted in the preparation 


and presentation of course material 
or who attended some of the class 
sessions included Joel D. Harvey 
and Mark C. Walker (Boston), 
John J. Fox (Detroit), Henry C. 
Elfers, Arno R. Kassander and 
Theodore R. Pleim (New York), 
Frank P. Smith, Educational Direc- 
tor, William G. Casey and James E. 
Meredith, Jr. (Philadelphia) and 
Michael Shegda (E. D. P. Division), 

Rooms and meals for those attend- 
ing the course were provided at the 
Exeter Inn. Highlights of the recre- 
ational activities available included 
golf at the Exeter Country Club, 
an outdoor barbecue and deep-sea 
fishing expeditions. 





oD 
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Training Programs in Electronic Data Processing 


The E. D. P. Division has con- 
ducted a number of orientation and 
training programs for partners, audit 
staff and Management Services Spe- 
cialists during the past few months 
and has others scheduled for the fall 
and winter months. Following is a 
brief listing of the programs and the 
subject matter covered: 


Orientation Courses for Supervisors: 


Aseries of four orientation courses 
for supervisors was given during the 
spring months in the Los Angeles, 
New York and Philadelphia offices. 

The courses included a discussion 
of how computers work, short pro- 
gramming problems to acquaint 
supervisors with programming 





technique, the applications capabil- 
ity of E. D. P., and a brief discus- 
sion of the possible effects of E. D. P. 
on audit practices. 


Orientation Seminars for Partners: 


An orientation seminar was held 
May 5-7, 1958, for twenty-four 
partners from the Eastern offices. 
Instruction was provided by mem- 
bers of the E. D. P. Division. 

The purpose of the seminar was 
to provide an understanding of the 
capabilities and limitations of elec- 
tronic data processing systems, with 
emphasis on the environmental con- 
ditions that would influence audit 
procedures applicable to the client 
with a computer installation. 


; Participants in EDP Orientation Program 


From left to right: Rosert S. Srrairn, CHARLES R. Cook, RoBert E. Jones, CHARLES L. 
Davipson, Epwin B. Cassipy, JoHN EVERETT Morris, HERMAN C. HeEtser, Loure M. BRADLEY, 
Vicror L. Liotta, FRED E. RHODES, JAMES F. FaLis, JACK McDoweE.t (San Francisco), JOHN 


JOHNSON. 
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Participants in Advanced EDP Course 


Outside Perimeter 


Left »—> Right 


JosEepH P. O’RourkKE, Jack K. Critty, Rospert S. Haas, Francis J. DilENNO, FRANK P. SMITH, 


Educational Dir.; Witiarp F. 
FrEpD Boas, JrR., ‘“‘Dean’’; 


HEFFERNAN, MICHAEL SHEGDA, Instructor; CLIFFORD J. Harris, 
RicHarD W. RusseE._, TrBporR FABIAN, Lecturer; DoNALD E. BEATTIE, 


Mr. McK isBen, Mr. Moore, Rospert L. Burton, CARLIN P. OLIPHANT, Mr. TURLEY, LEOPOLD 


A. BERNSTEIN, M. ALBERT ABREU. 


Inside Between Tables 


Left Row: 


Davip MANDELL 

FreD W. REPLOGLE 
RONALD W. Woops 
RosBert L. BENSON 
Lewis A. G. MARTORANO 
PETER DORMAN 


A similar course is planned for 
partners from the Western and Mid- 
western offices, to be held in Chicago 
on December 4 and 5. 


Advanced E. D. P.. Course: 


The Advanced E. D. P. Course 
was conducted on the campus of the 
University of Pennsylvania during 
the period July 8-25. A group of 
twenty-seven representatives from 
thirteen offices in the United States 
and from two offices in Canada at- 
tended the course. This group in- 
cluded Management Services Spe- 


Right Row: 


WILLIAM J. LUNDQUIST 
ALFRED W. LINDSTROM 
CaRL F. GROVE 
Tuomas J. O'REILLY 
JouHN T. GALLAGHER 
Mr. WHITMAN 


cialists, 
partners. 


The program covered the follow- 
ing areas: 


audit supervisors and 


Number Systems 

Computer Logic 

Input-Output Media 

Comparative Study of Equipment 

Computer Programming 

Applications in Business, Industry and 
Government 

Audit Considerations 

Planning for EDP: 
Survey Proposal, Implementation Phases 
System Design Workshop 


The faculty was composed of 
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members of the Electronic Data 
Processing Division with Mr. Her- 
bert W. Bader of the New York 
office and Mr. James E. Langdon 
of the Philadelphia office also par- 
ticipating. Guest lecturers in- 
cluded Dr. Saul Gorn of the Uni- 
versity of Pennsylvania, Dr. Alan 
J. Perlis of the Carnegie Institute of 
Technology, and Dr. Tibor Fabian 
who has recently joined the Firm as 
Director, Operations Research. 

Representatives of eight compu- 
ter manufacturers answered detailed 
questions pertinent to the thirteen 
computing systems that had been 
evaluated and compared by the 
class. 

A class visit was made to the Uni- 
versity of Pennsylvania Computing 
Center to see the Univac I installa- 
tion and to the IBM Service Center 
to view the 305 Ramac and 650 in 
operation. 


Refresher Course: 


A refresher course is scheduled for 
November 10-15 in Atlantic City 
for the participants of the July 1957 
E. D. P. Seminar. The objective of 
this course is to provide a review of 
computer fundamentals. It is de- 
signed primarily for Management 
Services Specialists but is also open 
to members of the audit staff who 
are active in client E. D. P. applica- 
tions. A major part of the course 
will be devoted to systems methods 
developed during actual engage- 
ments, using case materials prepared 
by the E. D. P. Division. The course 


will also include a review of elec- 
tronic equipment currently on the 
market. This will be accomplished 
by a comparison of equipment with 
principal reliance on the three- 
volume “EDP Equipment Charac- 
teristics” manual. 


Programs for Clients: 


Many of our clients are already 
using or are potential users of elec- 
tronic data processing equipment 
for their accounting applications. 
They devote much time to the areas 
of feasibility studies, equipment 
selection, installation requirements 
and programming coordination. 


A necessary preliminary to any of 
these phases is an extensive indoc- 
trination program for the client’s 
personnel. It is in this indoctrina- 
tion period that the Electronic Data 
Processing Division has been en- 
gaged to present a Systems Plan- 
ning Seminar for two large utility 
clients. One of these clients was 
already in the installation phase 
while the other was assessing the 
feasibility of using electronic equip- 
ment. 

The course emphasizes broad sys- 
tems concepts and will cover the 
survey, proposal, implementation 
phases with particular attention to 
the following topics: 

Integration Concept 

Analysis of the Organization Chart 

System Design: 

Preliminary Data Gathering—Volume 
and Cost Data 
System Revision and Optimization 
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System Flow Charting Operations: 
General Flow Charting 
Detailed Flow Charting 

EDP Procedures 

Forms Design 

Time Scheduling: 
Programming—Coding 
Program Testing 





Conversion Planning 
Parallel Operation 
Evaluation 


The course will cover a period of 
one-to-two weeks and will be heav- 
ily documented with case material 
and a thesis problem. 


Annual Management Services Conference 


The 1958 Management Services Conference is scheduled 


to be held at the Seaview Country Club, Absecon, New Jersey, 


on November 17 and 18. 


Twenty offices and the Electronic Data Processing Division 


are to be represented by approximately twenty partners and 


sixty staff members. The Conference will include sessions on 


the following topics: 


The Scope of the Firm’s Management Services Activities 


Electronic Data Processing and Operations Research 


Promoting Management Services Engagements 


Efficient Management of Management Services. 


The sessions will be chaired by Messrs. J. W. Voris (Los 
Angeles), H. C. Heiser (E. D. P. Division), M. C. Walker 
(Boston) and T. R. Pleim (New York), respectively. 
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A Guide to the New Collapsible Corporation Provisions 
Under the Technical Amendments Act of 1958* 


By HERBERT H. SCHUELLER 
(New York Office) 


Introduction: 


When Congress enacted the first 
collapsible corporation provisions in 
1950, the purpose behind this legis- 
lation was to prevent taxpayers 
from converting what is economi- 
cally ordinary income, like moving 
picture rentals and building con- 
tractors’ sales profits, into capital 
gains which are capital merely in 
form and not in substance. How- 
ever, in enacting the far-reaching 
section 341 of the 1954 Code the 
legislators evidently overshot their 
mark. Application of the provisions 
of the 1954 law often resulted in 
turning true capital gains into ordi- 
nary income and in disrupting seri- 
ously ordinary and legitimate busi- 
ness transactions. In order to alle- 
viate this injustice Congress in 1958 
added subsection (e) to the old pro- 
visions of section 341. 

Subsection (e) is a maze of lengthy 
and often obscure provisions. The 
first sentence alone contains about 
480 words, not counting the many 
numerals, brackets and other punc- 
tuation marks. Asa complete analy- 


*This paper was published in substantially 
the same form in The New York Certified 
Public Accountant, vol. xxviii, No. 12, pp. 
875-880, under the title ‘‘Collapsible Cor- 
porations.”’ 


sis of these new provisions would be 
a lengthy process, this article will 
present, at best, a condensed guide 
as to how the labyrinth of subsec- 
tion (e) may be penetrated. Sucha 
guide may be helpful to the reader 
when he finds it necessary to famil- 
iarize himself with the complicated 
new rules. 


What the New Provisions Do Not Do: 


Let us start with a few clarifying 
words as to what the new rules do 
not accomplish. 

First of all they do not supersede 
the collapsible corporation provi- 
sions of the 1954 Code. Those pro- 
visions remain in force unchanged, 
including the three limitations of 
subsection (d) which make section 
341 inapplicable to situations where 
the stock ownership is 5% or less, 
where only 70% or less of the gain 
recognized during the year is attrib- 
utable to collapsible property or 
where the gain is realized 3 years 
after completion or acquisition of 
the collapsible asset. 

Contrary to rumor, the new rules 
also do not exempt from the applica- 
tion of the collapsible corporation 
provisions all corporations the assets 
of which have appreciated by not 
more than 15%. 
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What the New Provisions Do: 


What, then, do the new rules 
provide? 

They stipulate certain circum- 
stances and conditions under which 
a corporation shall not be consid- 
ered to constitute a collapsible cor- 
poration. These conditions are 
based largely on objective facts and 
dispense with the element of sub- 
jective intent which makes the 
administration of section 341 so dif- 
ficult. If the factual circumstances 
are such that they meet the strict 
tests set up in the new provisions, 
then for certain transactions and 
only for them, the corporation is 
excepted from the definition of a 
“collapsible corporation”’ in section 
341 (b). 

In general a corporation will be in 
danger of being held to be a col- 
lapsible corporation under section 
341 (b) only if it holds property 
which has appreciated in value. 
Under the new amendments an ex- 
ception is made, so that, broadly 
speaking, the corporation will not 
be considered as collapsible: 

1. If there is little or no appreciation in 


its inventory or other property held for sale 
to customers; 

2. even though there may be large appre- 
ciation in its capital assets on property used 
in the trade or business; and 


3. provided it has no substantial stock- 
holder who is a dealer in the property 
described in (2), or who will be considered 
to be such a dealer under the new rules. (If 
it has a dealer-stockholder with only a small 
percentage of ownership, the other stockhold- 
ers may escape the collapsible provisions.) 


The only transactions to which 
the exception can be applied are: 


(a) sales or exchanges of stock; 


(b) section 333 liquidations (the so-called 
“one-month” liquidations) ; 


(c) section 337 liquidations, as to the 
nontaxability of the sales profit realized by 
the corporation; and 


(d) section 331 liquidations (complete 
liquidations), as to the gain realized by the 
stockholder on the liquidation, but only if 
such complete liquidation is effected within 
the framework of section 337. 


Subsection (e) is applicable only 
if these transactions take place after 
September 2, 1958, the date when 
the 1958 Act became law. The 
above list is a complete enumeration 
of all the applicable transactions. 
Accordingly, subsection (e) does not 
apply to ordinary complete liqui- 
dations which do not meet the sec- 
tion 337 tests, distributions out of 
capital treated as capital gains under 
section 301 (c) (3) (A), stock re- 
demptions, or partial liquidations. 

Any one who is confronted with 
one of the transactions listed in (a) 
to (d) as shown above, involving a 
collapsible corporation as defined in 
section 341 (b), and who cannot 
escape the application of the section 
by virtue of the limitations in sub- 
section (d), should ascertain whether 
he can escape collapsibility by meet- 
ing the requirements of subsection 
(e). In general these requirements 
will be met if the net unrealized 
appreciation in “‘subsection (e) as- 
sets’”” owned by the corporation is 
not more than 15% of the corpora- 
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tion’s ‘‘net worth,” which is deter- 
mined on the basis of the fair market 
value of all the assets. 


Definition of Subsection (e) Assets: 


First the “subsection (e) assets” 
have to be identified. They are de- 
fined in paragraph (5) of the sub- 
section and consist basically of those 
assets of the corporation which, if 
sold by it or by a substantial stock- 
holder, would produce ordinary in- 
come. Therefore, they are some- 
times called ‘ordinary income as- 
sets.” 


Subsection (e) assets consist of 
the following three classes: 


(i) All property of the corporation (other 
than the property described under (ii) below) 
which, if sold by such corporation, or by any 
of its stockholders owning more than 20% 
of its outstanding stock, would result in 
ordinary income or loss. This “more-than- 
20% stockholder’’ rule may be exemplified 
as follows: 


Example (1): 


A building lot owned by a manufacturing 
company usually constitutes a section 1231 
asset and not an “ordinary income asset.” 
However, if one of the stockholders owning 
more than 20% of the outstanding stock of 
such corporation should happen to be a real 
estate dealer, in whose hands the sale of a 
building lot would give rise to ordinary 
income, this fact would have to be taken 
into consideration in classifying the assets 
of the company and would, for all stock- 
holders of the corporation, turn the building 
lot into a subsection (e) asset. 

It is important to understand (1) that this 
“more-than-20% stockholders” test, as well 
as the similar test under (ii) as shown 
below, is made at the corporation 


level, which means that these assets are 
converted into ‘‘ordinary income assets”’ if 
they would be “‘ordinary income assets” in 
the hands of any stockholder owning more 
than 20% of the stock, and (2) that this 
conversion, or “tainting,” unlike similar tests 
later discussed, affects all the other stock- 
holders of the corporation, regardless of the 
percentage of stock they own. 


(ii) The second class of subsection (e) 
assets may include depreciable and real prop- 
erty used in the trade or business of the cor- 
poration. The nature of such assets is 
determined without regard to their holding 
period, which means that the 6-month period 
required in section 1231 (b) is dispensed with 
for this purpose. 

However, depreciable and real property 
used in trade or business is, or is not, includi- 
ble in the subsection (e) assets, depending 
upon whether the total value of such assets 
shows a “net unrealized appreciation” or a 
“net unrealized depreciation,” as defined in 
paragraph (6) of subsection (e). 

Where the total tax basis of all such trade 
or business assets exceeds their total fair 
market value, so that there is a net unreal- 
ized depreciation, they are always includible 
in subsection (e) assets. Such inclusion re- 
sults in a reduction of any unrealized appre- 
ciation in the other ordinary income assets 
of the company. 

Where, on the other hand, the total fair 
market value of all such trade or business 
assets exceeds their total tax basis, so that a 
net unrealized appreciation is present, they 
are includible as subsection (e) assets only 
if, under the rule applied in Example (1) 
above, they would be considered to be ordi- 
nary income assets in the hands of any 
stockholder owning more than 20% of the 
outstanding stock of the corporation. 


Example (2): 

Assume that the property used in the 
trade or business of a corporation consists of 
two apartment buildings. Building A has 
appreciated in value by $30,000 but building 
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B has depreciated in value by $50,000. As 
the total properties used in the trade or 
business thus show a net unrealized depre- 
ciation of $20,000, the two buildings are 
subsection (e) assets, and $20,000 can be 
deducted from the unrealized appreciation 
in the inventory or any other ordinary in- 
come asset which the company may own. 
Example (3): 

Assume the same facts as above, except 
that building A has appreciated in value by 
$50,000 and building B has depreciated in 
value by $30,000. Here the total of the 
property used in trade or business shows a 
net unrealized appreciation of $20,000. 
Therefore, the buildings can be disregarded 
in computing the subsection (e) assets unless 
they are “‘tainted,”’ i.e., unless they become 
ordinary income assets of the corporation 
because it has a more-than-20% stockholder 
in whose hands the buildings would be ordi- 
nary income assets. 

The determination made under (ii), in the 
same manner as that made under (i), applies 
to all stockholders of the corporation regard- 
less of their percentages of stock ownership. 

(iii) The third and final class of subsection 
(e) assets includes (unless already included 
in classes (i) or (ii) on the preceding page) 
copyrights, literary, musical, artistic com- 
. positions or similar property, but only if 
they are the creation of any individual who 
owns more than 5% in value of the stock of 
the corporation. 


The *“‘Net Worth’ Test’’: 


Once the subsection (e) assets are 
ascertained and their net unrealized 
appreciation is determined, the next 
step is to determine whether such 
net appreciation exceeds 15% of the 
corporation’s net worth. For this 
purpose net worth is neither the 
capital shown by the books nor the 
paid-in capital plus the accumulated 
earnings and profits determined 


under the income tax rules. ‘Net 
worth” is defined in subsection (e) 
(7) as the fair market value of the 
assets on the day for which the de- 
termination is made, plus the 
amount of any distribution in com- 
plete liquidation made on or before 
such day, less all the liabilities at 
the close of such day. Capital paid 
in within a year is eliminated if 
there was no bona fide business pur- 
pose for the transaction. 
Whenever the computation indi- 
cates that the net unrealized appre- 
ciation exceeds 15% of the net 
worth, subsection (e) is inapplicable 
and further computations are use- 
less. However, where the net un- 
realized appreciation is not more 
than 15% of the net worth, the new 
provisions may apply, provided cer- 
tain additional requirements are met. 


Additional Tests at the Stockholder 
Level: 


These additional tests must be 
applied on a stockholder-by-stock- 
holder basis, i.e., with respect to 
each particular stockholder whose 
tax is under determination. The 
result of these tests, therefore, has 
no effect upon any of the other 
stockholders of the corporation, re- 
gardless of the percentage of stock 
any of the others may own. The 
additional requirements vary, de- 
pending upon the kind of transac- 
tion involved. They require a re- 
computation of the subsection (e) 
assets under rules which differ, de- 
pending upon whether the taxpayer- 
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stockholder owns more than 20% 
or merely more than 5% in value 
of the outstanding stock of the com- 
pany. Stockholders owning 5% or 
less of stock are, in general, already 
exempt from the collapsible corpo- 
ration provisions by the limitation 
in subsection (d) of the old law. 
With respect to a stockholder 
owning more than 5% of stock, the 
law provides that he shall be treated 
as if he owned more than 20% of 
the stock. This phrase sounds ob- 
scure. It means that in determining 
the subsection (e) assets of the cor- 
poration for purposes of computing 
a stockholder’s tax liability, we must 
consider the character of the assets 
not only in the hands of any more- 
than-20% stockholder, as explained 
above, but also their character in 
the hands of this particular stock- 
holder, who owns more than 5% 
but not more than 20% of the stock. 


Example (4): 


Assume that the manufacturing company 
of Example (1), which owns a building lot, 
had no stockholder owning more than 20%, 
but that it has a more-than-5% stockholder 
who is a dealer in such lots. In determining 
the tax liability of this stockholder the build- 
ing lot must be treated as a subsection (e) 
asset, but it would not constitute a sub- 
section (e) asset in determining the tax 
liability of the other stockholders. 

Example (5): 

Assume that the manufacturing company 
of Example (1) (the building lot of which 
turned into an ordinary income asset by 
reason of the fact that one of its more-than- 
20% stockholders was a dealer in such lots) 
owns, in addition to such lot, a small invest- 
ment portfolio in securities. If a more-than- 


5% stockholder, whose tax is under deter- 
mination, should happen to be a dealer in 
securities in whose hands the securities would 
constitute stock in trade, then as to this 
particular stockholder the investment port- 
folio of the corporation would have to be 
taken into account as a subsection (e) asset. 

In determining the tax liability 
of an individual who owns more 
than 20% of the stock of the cor- 
poration, the question whether he 
is a dealer must be considered in 
the light of any activities he may 
have been conducting through the 
use of other corporations in which 
he owns or has owned more than 
20% of the stock in the last three 
years. If one or more of these other 
corporations held property similar 
or related in service or use to prop- 
erty held by the corporation under 
consideration, and the stockholder 
sold his stock in such other corpo- 
rations, or the other corporations 
sold such property, the sales are re- 
garded as sales by the stockholder 
himself of his share of the property. 
If more than 70% of the assets of 
any other corporation are or were 
similar or related in service or use 
to assets comprising more than 70% 
in value of the assets of the corpo- 
ration under review, such other cor- 
poration qualifies for this treatment. 
Example (6): 

Assume that the sole asset of Corporation 
A consists of appreciated real estate and that 
neither the corporation itself nor any of its 
stockholders has been dealing in such prop- 
erty. Under these facts the real estate of 
the corporation would not normally consti- 
tute a subsection (e) asset. However, if a 
more-than-20% stockholder of the corpora- 

















tion, during the last three years, has made 
sales of stock in other corporations, B, C 
and D, in which he also owned more than 
20% of the stock, and the assets of those 
other corporations consisted of similar real 
estate, then his sales of the stock in such 
other real estate corporation must be taken 
into account in order to ascertain whether 
this particular stockholder must be consid- 
ered to be a dealer in real estate. Similarly, 
sales of real estate by such other corporations 
are considered as sales by the individual in 
determining whether he is a dealer. If the 
stockholder is held to be a dealer, the appre- 
ciated real estate held by Corporation A 
becomes a subsection (e) asset in determin- 
ing the stockholder’s tax liability. 

It must not be overlooked that 
the same stock attribution rules 
which apply to subsection (d) like- 
wise apply in determining stock 
ownership under subsection (e). 
These rules, under which the stock 
owned by one person may be at- 
tributed to another, are important 
but are not within the scope of this 
article as they were embodied in 
the law before amendment. 


Application of the Rules to Sales or 
Exchanges of Stock: 


Where there is a sale or exchange 
of the stock of a corporation which 
may be a collapsible corporation 
under section 341 (b), the objective 
tests provided in subsection (e) 
should be made. If the net unreal- 
ized appreciation in subsection (e) 
assets (determined by applying the 
tests at the corporate level) exceeds 
15% of the net worth, the subjective 
test of subsection (b) must be ap- 
plied to all stockholders. If such 
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appreciation is 15% or less, the sub- 
jective test of subsection (b) must 
be applied only to a stockholder 
who fails to meet the tests at the 
stockholder level. As to the others 
the corporation is not collapsible, 
and capital gain treatment may be 
allowed in spite of subsection (b), 

The foregoing rules do not apply 
to a sale or exchange of stock to the 
issuing corporation. Ifashareholder 
owns more than 20% of the stock, 
the rules do not apply if a sale is 
made to a related person, as defined 
in subsection (e) (8). 


Definition of ‘‘Related Person’: 


Subsection (e) (8) provides that, 
if the stockholder is an individual, 
his spouse, ancestors and lineal de- 
scendants, and also a corporation 
controlled by him, are related per- 
sons. If the stockholder is a corpo- 
ration, a related person is (1) a cor- 
poration which controls, or is con- 
trolled by the stockholder and (2) 
a brother corporation where both 
it and the stockholder corporation 
are more than 50% owned by the 
same person. Here “‘control’’ means 
ownership of at least 50% of the 
voting power or value of the stock. 
The concept of constructive owner- 
ship of stock is also applied, the ap- 
plicable rules being (with certain 
modifications) the same as those 
found in section 267 (c), relating to 
the disallowance of losses and ac- 
crued interest in transactions with 
related taxpayers. 
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Application to Section 333 
Liquidations: 


Acorporation and its stockholders 
may not obtain the benefits of a 
section 333 (‘‘one-month”’) liquida- 
tion if it is a collapsible corporation 
to which section 341 (a) applies. 
Under subsection (e) it is not con- 
sidered to be collapsible if the net 
unrealized appreciation in its sub- 
section (e) assets does not exceed 
15% of its net worth. If this test 
is not met, collapsibility must be 
judged under the subjective test of 
section 341 (b). The determination 
of subsection (e) assets must be 
made by reference to any stock- 
holder owning more than 5% (rather 
than 20%) of the stock value. No 
tests at the stockholder level are 
required for this transaction. Ac- 
cordingly, the determination of 
whether a corporation is considered 
to be a collapsible corporation for 
purposes of a section 333 liquidation 
is made at the corporation level for 
all stockholders, so that all or none 
will qualify. 


Applicability to Section 337 
Liquidations: 


The same test at the stockholder 
level which applies to sales or ex- 
changes of stock also applies to the 
determination of the character ofa 
stockholder’s gain in a complete 
liquidation under section 337, but 
there are further rules applicable at 
the corporation level. A corpora- 
tion, although falling within the sec- 


tion 341 (b) definition of a collapsi- 
ble corporation, can nevertheless 
sell its assets in a 337 liquidation 
without recognition of the gain or 
loss on the sale provided that it 
meets, in addition to the other sec- 
tion 337 requirements, the following 
conditions: 

1. the net unrealized appreciation in the 
subsection (e) assets, as determined at the 
corporation level, must never exceed 15% of 
the net worth of the corporation at any time 


after the plan of liquidation has been 
adopted; 


2. the corporation must sell substantially 
all of the properties it held at the time the 
plan of liquidation was adopted; and 

3. the corporation must not make a dis- 
tribution in kind of any depreciable, deplet- 
able or amortizable property after adoption 
of the plan of liquidation. 

Even if these conditions are met, 
gain or loss will be recognized, in 
spite of section 337, on any sale of 
depreciable, depletable or amortiz- 
able property made to any stock- 
holder owning more than 20% of 
the corporation’s stock or to a per- 
son related tosuch stockholder under 
subsection (e) (8). 


Conclusion: 


This article should be regarded as 
a preliminary analysis of the 1958 
amendments to section 341. Prac- 
tice thereunder and Treasury regu- 
lations, when issued, will undoubt- 
edly reveal additional problems. 
Meanwhile, a thorough study of the 
report of the Senate Finance Com- 
mittee (page 31) should prove re- 
warding. 
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Report on the Tax Training Program 


Tax Training of Audit Personnel: 


The Firm’s emphasis on the im- 
portance of tax training to the au- 
ditor is clearly indicated by the ex- 


Name of Course 
Tax Principles and Return Preparation 
EGE TEWIEW COMICS «once ccc ccccecens 
Tax Problems Course 
Tax Research Course 


Short C. P. A. Review Course in Taxation 


State and Local Taxes 
Tax Meetings 


For the coming year, most offices 
have scheduled an active program 
of tax training. Nine offices plan to 
conduct the Tax Review Course 
again; nine offices plan to conduct 
a course in Tax Problems; four plan 
a course aimed at aiding staff mem- 
bers preparing for the C. P. A. ex- 
amination; four plan to repeat the 
Tax Principles and Return Prepa- 
ration Course; three offices plan to 
conduct a course on State and Local 
Taxes; and all of the offices plan to 


Estate Planning 


John J. McCullough (ch)..... 
Richard L. Denney.......... 


Stentey C. Simon... ........%. 
Jerome Y. Halperin 


Reorganizations 
Mark E. Richardson (ch) 


tensive training program carried out 
in individual offices. During the 
past year the following tax training 
courses were conducted: 


Number of Offices 
Conducting the Course 


19 


_ 
ond bee 


continue their periodic tax meetings. 


Firm Conference for Tax Specialists: 


The Firm’s Tax Conference will 
be held October 26-30, 1958 at Po- 
cono Manor Inn, Pennsylvania. It 
is anticipated that approximately 70 
tax specialists from all the domestic 
offices, as well as representatives 
from Canada, will be present. The 
subjects to be discussed and the 
members of the various panels are 
as follows: 


Closely-Held Corporation in Relation to Estate Planning 

Transfer of Income-Producing Property to Save Estate 
Taxes 

Use of Life Insurance in Estate Planning 

The Use of the Family Trust in Estate Planning 


Planning the Liquidation of a Corporation 


Dallas Blair-Smith 
James E. Gelbert............ 
Raymond E. Graichen. . 


Do You Want a Tax Free Reorganization? 
Can You Divide Your Corporate Activities? 
Problems in Buying and Selling a Business 
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Depreciation and 


Depletion 
Godfrey W. Welsch (ch)...... Developments in the Field of Oil and Gas 
Herbert H. Schueller......... Income from Mining—Percentage Depletion 
Ae Effect of Depreciation Method on Allowance of Losses 
on Retirements 
William Morris.............. Treatment of Salvage Value 
Incentive Compensation 
Samuel F. Mirandy (ch)...... Deferred Compensation Plans 
William T. Barnes........... Stock Option Plans—Including Problem with Closely- 
Held Corporation 
EIU IEW... cookie ns Capital Gains Opportunities Under Compensation 
Arrangements 
NNR ish cuca wears Stock Purchase Plans, Other than Stock Options 
Procedures 
James J. Mahon, Jr. (ch)..... Procedure When Dispute Is Headed Toward Court 
So Ruling Procedure 
Ciittora W. Stowe’ «..:.6..0665. Practice before the District Director and the Appellate 
Division 
Garge Fi. Kem.........<.5.6.. Transferee Liability 
Partnerships and Joint 
Ventures 
H. ©: Reypurn (ch):.............5 Joint Venture vs. Partnership (Oil and Gas) 
John M. Sallivan.......0..:. 065 Adjustments to Basis of Partnership Assets 
[a a OC | rr Sale of a Partnership Interest 
ee Family Partnerships 
Accounting Methods 
Norman E. Auerbach (ch).... Inventory Methods 
PUY. SAWN. 5 occa vas eae 0 Instalment Sales 
Francis H. Gallagher......... Problems Under Code Section 381 
James'P. Colleran...........% Changes in Accounting Methods 
Miscellaneous Items 
Juhan'O: Phelpe......... 25%. Foreign Taxes 
PRI TAIGCS; «...<...65-3:4s:0ceieie General Comments 


In addition to the above items, it The next issue of the L. R. B. & 
is planned to devote some time each M. JOURNAL will be devoted to the 
day to a discussion of specialized tax publication of certain of the out- 
problems which do not fall into the standing papers presented at the 
general classifications covered by conference. 
the panels. 
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How Companies Can Save Audit Dollars 


By GEORGE S. SHEGOG 


Before starting a discussion on how 
a company’s chief accounting officer 
(for this purpose let us call him the 
comptroller) can save audit dollars, 
perhaps it is well to explain why a 
certified. public accountant should 
be interested in saving audit dollars 
for his clients. 

There are many reasons why the 
independent public accountant is 
anxious to do this. First, let us look 
at his billing procedure. Normally, 
clients are billed on a per diem basis. 
Per diem rates are usually arrived 
at by computing an average hourly 
or daily rate (based on productive 
time) for each staff classification and 
adding a standard rate for overhead 
and profit. Proper utilization of 
staff, therefore, increases productive 
time and thus decreases overhead 
and increases profits. In this re- 
gard, a reduction in the time spent 
on any one engagement (particu- 
larly during the busy season) will 
result in lower billings to the client 
and will enable the independent 
public accountant to take on addi- 
tional engagements and also to cut 
down on overtime costs. 

Performing interim audit work is 
a big factor in eliminating unpro- 
ductive time for the independent 
public accountant and at the same 
time enables him to devote more 
attention to each individual client 
and to give more consideration to 


improving accounting procedures, 
Increased efficiency resulting from 
elimination, in whole or in part, of 
the year-end peak load is, of course, 
of mutual benefit to the client and 
the independent public accountant, 

Another very important point, 
not often discussed, is the matter of 
quality of services. Since the inde- 
pendent public accountant takes 
into consideration the professional 
quality of the work he performs as 
well as per diem cost in his billing, 
it follows that by having his per- 
sonnel devote less time to clerical 
work and more time to seeing that 
the systems and procedures are ade- 
quate and operating efficiently, the 
independent public accountant is 
not faced with the unhappy pros- 
pect of down-grading his bill be- 
cause it is too high in relation to 
the professional service rendered. 
The independent public accountant 
realizes that if his services are to be 
continued, his client must be satis- 
fied with the work done and the 
fee charged. 

Now that we have discussed why 
a certified public accountant should 
be interested in saving audit dollars 
for his clients, it would be well to 
discuss one other important point 
before moving on to the ‘“‘how”’ por- 
tion of the discussion; namely, the 
relationship of the comptroller and 
the independent public accountant. 
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Providing management and com- 
pany stockholders with reliable fi- 
nancial data at a minimum of cost 
is the responsibility of both the 
comptroller and the independent 
public accountant. Each meets this 
mutual obligation in a different way. 
The comptroller’s responsibility is 
very aptly described in the defini- 
tion of a comptroller by a past presi- 
dent of the Controllers Institute of 
America. A comptroller is ‘‘a busi- 
ness diagnostician, one who should 
exercise a directing, restraining, or 
governing influence over the ac- 
counts and finances of a corporation 
for the best interests of its stock- 
holders.”” The independent public 
accountant, on the other hand, ex- 
amines the accounts and determines 
whether the statements present 
fairly the financial position of the 
company and the results of its op- 
erations for the period under review 
and whether they are based on gen- 
erally accepted accounting princi- 
ples applied on a consistent basis. 

The comptroller is responsible for 
the facts; the independent public 
accountant provides the assurance. 
However, the fact that the inde- 
pendent public accountant is check- 
ing on the accounts and records 
maintained by the comptroller and 
his staff does not mean that the two 
cannot cooperate in an effort to ex- 
peditously complete the audit. In- 
dependence is a state of mind and 
in receiving cooperation from the 
comptroller and his staff the auditor 


does not thereby lose his independ- 
ence. 


Ways IN WHICH SAVINGS IN AUDIT 
Costs CAN BE EFFECTED 


Prior to the start of the audit, a 
preliminary conference should be 
arranged between representatives of 
the independent public accountant 
and the client, and the scope of the 
audit agreed upon. If it is a repeat 
engagement, the comptroller, or 
other representative of the client, 
should discuss any important 
changes from the preceding audit 
or recent developments which will 
have a bearing on the work of the 
outside auditor so that he may make 
any necessary revisions in his audit 
program. The comptroller should 
also inquire as to the number of 
auditors being assigned to the en- 
gagement so that adequate working 
space and equipment are available. 
This may seem like an unnecessary 
point to bring out but, on the con- 
trary, failure to provide the auditor 
with proper working conditions can 
result in decreased efficiency. If at 
all possible, the space assigned to 
the auditor should be convenient to 
the records he will be working with 
and the personnel with whom he 
will be most often consulting. Ade- 
quate office equipment, such as add- 
ing machines and calculators, should 
be made available to him so that 
needless time is not spent waiting 
for machines to be available or 
cause interruptions to employees. 
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Also, at this preliminary conference, 
the possibility of doing interim audit 
work should be explored and agree- 
ment should be reached as to the 
work which can properly be per- 
formed by the client’s accountants 
prior to the start of the audit and 
during the course of the audit to ex- 
pedite the work of the outside 
auditor. 

Utilization of client’s personnel 
for clerical assistance and prepara- 
tion of schedules can be an impor- 
tant factor in reducing audit costs. 
The following are indicative of some 
of the work that can be performed 
for the auditor: 


Clerical Assistance: 


1. In connection with the audit of cash in 
banks, an employee who has nothing to do 
with the handling of cash or cash records 
can assist in the sorting of checks. 


2. In connection with the voucher test 
and examination of specific vouchers for 
additions to fixed assets, insurance premi- 
ums, etc., an employee can obtain the 
vouchers for the auditor. 


3. In connection with the confirmation of 
receivables and payables, an employee can 
attach the auditor’s stickers on the confirma- 
tions and affix the postage on the envelopes. 


Preparation of Schedules: 


1. Trial balances of general and subsidiary 
ledgers can be prepared on the auditor’s 
paper, ready for his checking when he arrives. 


2. Year-end bank reconciliations, showing 
details of reconciling items, should be pre- 
pared in duplicate and the duplicate given 
to the auditor since it will generally not be 
necessary for the auditor to make independ- 
ent reconciliations. 


3. Accounts receivable can be aged in 
detail so that the auditor need only check 








for accuracy. Credit balances should be 
segregated and totaled separately since the 
auditor will usually reclassify them as liabili- 
ties for statement purposes. 


4. Physical inventories can be summar- 
ized and reconciled to the general ledger 
control account. 


5. Fixed asset schedules and related de- 
preciation computations can be prepared 
on columnar paper supplied by the auditor. 
The auditor will, of course, check or test 
details later. 


6. Schedules on notes receivable, invest- 
ments, prepaid expenses, payables, etc., can 
also be prepared by company personnel. 


Schedules prepared for the auditor 
will become part of his working pa- 
pers and it is important, therefore, 
that the outside auditor be con- 
sulted as to the content, arrange- 
ment and form. The accuracy of 
the schedules will, of course, be 
checked by the auditor. It should 
be pointed out that these tasks 
cover only the mechanics of audit- 
ing and the outside auditor will still 
perform those auditing procedures 
necessary ‘“‘to afford a reasonable 
basis for an opinion regarding the 
financial statements under exami- 
nation.” 

Throughout the year, many de- 
partmental reports, account analy- 
ses, etc., will be prepared by mem- 
bers of the comptroller’s staff, in- 
ternal auditors and others. These 
reports are often very helpful to the 
outside auditor and should be made 
available to him. For example, in- 
ternal audit reports are helpful in 
pointing up weaknesses disclosed 
during the course of such audits and 
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the outside auditor will want to fol- 
low up on any corrective action 
taken. These reports are also a 
guide to the outside auditor in plan- 
ning his own audit program. The 
outside auditor is also interested in 
seeing analyses of various account 
balances which are made during the 
year by the comptroller’s staff as 
these will usually help him in his 
analyses of these accounts at the 
year end. Copies of budget and 
other reports should also be made 
available. 

The outside auditor is, in turn, 
usually able to offer constructive 
suggestions for improvements in cli- 
ents’ reports based on his review of 
such reports. Very often he finds 
reports being regularly prepared 
which originally served a purpose 
but which have since become un- 
necessary. Further, some reports 
are found to have very little mean- 
ing to management, but with a few 
changes in presentation or in con- 
tent can be of inestimable value. 

A good system of internal control 
and an adequate internal audit staff 
are of primary importance in reduc- 
ing audit costs. The position taken 
by the accounting profession in re- 
gard to internal control is expressed 
in the American Institute of Certi- 
fied Public Accountants’ publication 
“Codification of Statements on Au- 
diting Procedure,”’ as follows: 

Management has the direct responsibility 
for maintenance of an adequate and effective 
system of accounts, for proper recording of 


transactions in the books of account, and 
for safeguarding the assets. It is also charged 


with the primary responsibility to stock- 
holders and to creditors for the substantial 
accuracy and adequacy of statements of 
position and operations. . The inde- 
pendent auditor’s representations, therefore, 
are confined to and expressed in his report, 
or opinion, upon the statements. The pro- 
nouncements of the Institute to this effect 
have been given the added weight of general 
affirmation by the Securities and Exchange 
Commission. 


The well-established custom of making 
test checks of accounting records and related 
data and, beyond that, relying upon the 
system of internal control after investiga- 
tion, through appropriate checks, of its 
adequacy and effective functioning, has with 
very few exceptions proved sufficient for the 
purpose of expressing an opinion. 


The ordinary examination incident to 
the issuance of an opinion respecting finan- 
cial statements is not designed and cannot 
be relied upon to disclose defalcations and 
other similar irregularities, although their 
discovery frequently results. In a well- 
organized concern reliance for the detection 
of such irregularities is placed principally 
upon the maintenance of an adequate system 
of accounting records with appropriate in- 
ternal control. If an auditor were to attempt 
to discover defalcations and similar irregu- 
larities he would have to extend his work to 
a point where its cost would be prohibitive. 
It is generally recognized that good internal 
control and surety bonds provide protection 
more cheaply. 

From this it seems quite clear that 
the more extensive the system of 
accounting and internal control the 
less extensive will be the detailed 
checking necessary. In support of 
this, it is pertinent to note that the 
Institute’s Standard of Field Work 
No. 2 states that the auditor is to 
make “a proper study and evalu- 
ation of the existing internal control 
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as a basis for reliance thereon and 
for the determination of the result- 
ant extent of the tests to which au- 
diting procedures are to be 
restricted.” 

Since management is vested with 
the prime responsibility for safe- 
guarding the company’s assets, the 
comptroller should be satisfied that 
the accounting procedures supply a 
satisfactory control over the com- 
pany’s assets and should not rely on 
the independent public accountant’s 
review, although the latter may be 
able to provide him with useful in- 
formation which will aid him in 
making his evaluation. There 
should be an orderly and reliable 
system ofrecording transactions and 
appropriate segregation of duties 
and responsibilities. The installa- 
tion of appropriate internal controls 
properly comes within the scope of 
the comptroller’s duties as do the 
appropriate follow-up procedures 
designed to determine that the sys- 
tem is in fact functioning. 

When the size and needs of the 
company warrant it, the function of 
internal auditing is often segregated 
into a separate department. Here 
again, cooperation with the outside 
auditor is necessary to avoid over- 
lapping of the audit function. Al- 
though the approach of the internal 
auditor and the outside auditor will 
differ, both should be constantly 
vigilant against breakdowns in pre- 
scribed procedures. The internal 
auditor should constantly strive to 
improve the quality of his audits. 





His working papers and reports 
should be made available to the out- 
side auditor and should be complete 
and in sufficient detail to enable the 
outside auditor to know just how 
thoroughly the work was performed. 
If the outside auditor is satisfied 
that the internal audit staff is doing 
a thorough and efficient job it is 
usually desirable to coordinate their 
work. For example, work performed 
by the internal audit staff in the 
following areas may result in con- 
siderable savings in audit costs: 


Propery, Plant and Equipment: 


If company procedures for han- 
dling additions and retirements are 
well conceived, there will be ade- 
quate controls between operating 
departments, the purchasing depart- 
ment, engineers, etc., which the ac- 
counting department can use in 
checking the accuracy of the re- 
corded transactions. The internal 
auditor, therefore, will usually be 
able to confine his work to checking 
on contract terms and testing the 
procedures. Much of his work on 
other accounts can be tied in with 
his review of property accounting. 
For example, in connection with the 
audit of payroll, the basis for labor 
charges to construction in progress 
should be reviewed. Again, in con- 
nection with the audit of vouchers, 
the propriety of distributions to 
plant accounts and maintenance will 
be noted. The outside auditor will, 
of course, make sufficient tests dur- 
ing the course of his audit to satisfy 
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himself that there has been proper 
accounting for the changes in such 
accounts. The extent of his tests, 
however, will be influenced by his 
review of the scope of work per- 
formed by the internal audit staff 
and its findings. 


Cash: 


Cash on hand is frequently spread 
over a large number of locations. 
The internal audit staff should make 
periodic surprise counts during the 
year on a rotation basis and also 
review the procedures in handling 
cash at each location to insure that 
there are adequate controls for the 
detection of defalcations and other 
irregularities. Cashin banks is simi- 
larly often represented by a large 
number of accounts and the internal 
audit staff should periodically rec- 
oncile each account and determine 
that all cash is being deposited 
promptly and that withdrawals are 
made only in accordance with pre- 
scribed procedures. If the internal 
auditor’s work discloses that there 
are proper checks and balances and 
the outside auditor’s examination of 
the internal auditor’s reports indi- 
cate that the work was performed 
in a thorough and competent man- 
ner, the work necessary to substan- 
tiate the year-end balance of cash 
included in the financial statements 
will be kept at a minimum. 


Accounts Receivable: 


In this respect, the internal au- 
ditor can render a valuable service 


to the company. Ascertaining that 
there are appropriate segregation of 
duties, confirming accounts receiv- 
able balances on a rotation basis, 
testing billings, investigating collec- 
tion and write-off procedures, etc., 
are steps which can, and should, be 
done by the internal auditor. If 
the work of the internal audit staff 
is acceptable to the outside auditors, 
they will be able to confine their 
review of these accounts to a mini- 
mum. 


Inventories: 


Since it is frequently not feasible 
for the outside auditor to observe 
the physical inventory taking at all 
locations, it is often desirable for the 
internal auditors to supervise the 
counts at some of the locations not 
covered by the outside auditors. 
Because of the internal auditor’s 
greater familiarity with the com- 
pany, he can render valuable assist- 
ance to the outside auditor by as- 
certaining beforehand, among other 
things, that clear instructions have 
been given to all personnel respon- 
sible for taking the inventory, that 
materials in warehouses and store- 
rooms are arranged in an orderly 
fashion, and that precautions have 
been taken to insure proper cutoffs. 
Suitable arrangements beforehand 
will greatly facilitate the taking of 
inventories and will result in savings 
in audit costs. 

There are many other areas where 
the internal auditor can render 
assistance to the outside auditor, 














48 L. RB. & M. Journal — 





resulting in the elimination of un- 
necessary duplication of work and 
in reduced audit costs. The internal 
auditor must bear in mind, how- 
ever, that the outside auditor will 
expect his working papers and re- 
ports to clearly reflect the extent of 
the work done, conclusions reached 
and any recommendations for im- 
provements. Exceptions should be 
followed up and subsequent correc- 
tions noted. If the outside auditor 
receives ample assurance from re- 
viewing the work performed by the 
internal auditors, he will then have 
a basis for limiting the extent of 
his tests. 


How OTHER ACCOUNTING SERVICES 
CAN SAVE OPERATING DOLLARS 


In addition to maintaining ade- 
quate books of account, the comp- 
troller is also charged with the 
responsibility of initiating and main- 
taining systems and procedures 
which will result in the most effi- 
‘cient and economical operation of 
the company. During the course of 
his audit, the public accountant will 
frequently make recommendations 
for improvements based upon his 
observations, but there are many 
areas which go beyond the scope of 
the audit. 

A fresh approach is often helpful 
to management and most public 
accounting firms today are equipped 
to make recommendations on im- 
proving accounting procedures, in- 
creasing the effectiveness and time- 
liness of reports and decreasing oper- 


ating costs. For example, they may 
make recommendations concerning: 
1. the elimination of duplication of effort 


not adding to internal check or internal 
control, 


2. the substitution of special equipment 
for manual methods so that original data 
may be recorded only once, 


3. the use of machines to record large 
volumes of data, 


4. the use of periodic cost studies or of 
standard costs rather than the continuous 
repetitive accumulation of actual costs, 


5. the use of budgets, and 


6. the elimination of unnecessary reports, 
schedules or forms. 

Today, more than ever, it is neces- 
sary to keep abreast of tax develop- 
ments. The comptroller must be 
alert to the need for tax planning. 
Many companies have tax depart- 
ments to keep management advised 
as to all tax savings possibilities. 
Many others rely on the comptroller. 
Taxes play such an important role 
in business decisions today that a 
company which is not competently 
advised can cost its stockholders 
many tax dollars. A comptroller 
who does not feel fully equipped to 
cope with all or particular tax situ- 
ations should not hesitate to call 
upon his public accountant. It may 
cost the company accounting fees, 
but it will undoubtedly be less than 
the amount poor tax advice can 
cost in tax dollars. 

To summarize some of the fore- 
going remarks, most independent 
public accountants are anxious to 
cooperate with management in re- 
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ducing audit costs. Comptrollers 
and internal audit staffs can provide 
a real service to their companies in 
this regard through their alertness 
in detecting break-downs in pre- 
scribed accounting procedures and 
weaknesses in internal control and 


by cooperating with the outside 
auditor to expedite the audit. The 
independent public accountant 
should be in a position to review 
the accounts and certify the finan- 
cial statements with a minimum 
duplication of effort. 














L. R. B. & M. Journal — 





Income Tax Treatment of Development and 
Exploration* 


By Henry B. FERNALD 


The Federal income tax treatment 
of expenditures for exploration and 
development for mines and other 
natural deposits (other than oil and 
gas) was materially changed by 
special provisions of the 1951 Act 
that are continued in the present 
1954 Code.! These present provi- 
sions for mines in the 1954 Code, 
Secs. 616 as to development and 615 
as to exploration, will be considered 
here. In substance they are the 
same as the 1951 amendments to 
the 1939 Code, Secs. 23 (cc) and (ff), 
respectively, except that for explor- 
ation the allowable annual deduc- 
tion is increased to $100,000 (from 
$75,000) and minor changes in case 
of property transfers are made with 
respect to the four-year limitation. 

Before 1951 the statutes made no 
specific provisions regarding devel- 
opment and exploration for mines, 


* This paper was published by the Ameri- 
can Institute of Mining, Metallurgical, and 
Petroleum Engineers in the January, 1958 
issue of Mining Engineering. Certain supple- 
mental notes are here added regarding recent 
rulings and amendments. 


1 Provisions for oil and gas and their 
allowances for “‘intangible drilling and devel- 
opment costs” continue, as they have for a 
long time, to be materially different from 
the provisions with regard to exploration 
and development for mines. 

2 See pages 63-5 for copy of Sections 615 
and 616 of the Internal Revenue Code of 
1954. 


but the rules were prescribed by 
Treasury regulations: 1) Before the 
mine entered the production stage, 
all development and exploration 
expenditures for mines, less net 
receipts, were to be capitalized re- 
coverable through depletion or writ- 
ten off as losses when determined 
worthless. 2) After a mine entered 
the production stage, development 
expenditures were deductible as ex- 
penses—currently if ordinary 
expenses, but on a deferred basis if 
extraordinary in scope. This recog- 
nized the two separate periods, one 
before and the other after beginning 
of the production stage. There was 
no distinction between an explora- 
tion and a development period, but 
exploration was included as part 
of development. 

The present general plan is mate- 
rially different: 


1. During the exploration stage (before 
the development stage begins), expenditures 
are, as formerly, to be capitalized recover- 
able through depletion (or deducted as losses 
when worthless) except that a taxpayer may 
deduct currently, or treat as deferred ex- 
penses, not more than $100,000 of such 
expenditures of any year, in not more than 
four years. 


2. During the development stage (after dis- 
closure of minerals in commercially market- 
able quantities and before the production 
stage begins), expenditures for development 
are to be deductible currently or treated as 
deferred expenses. 
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3. During the production stage (beginning 
when major production is from workings 
other than for development or the principal 
activity becomes production of developed 
ore), ordinary development expenditures are 
currently deductible as formerly and extraor- 
dinary development expenditures may either 
be deducted currently or treated as deferred 
expenses. 


As written into the statute, this 
general plan, thus briefly summar- 
ized, is subject to many technical 
specifications, qualifications and 
limitations. | However, the brief 
summary serves to note certain 
basic differences between the pres- 
ent and the pre-1951 provisions. It 
is also helpful for consideration of 
the practical problems that will be 
referred to in this discussion, but 
always with the understanding that 
it will be the proper legal interpre- 
tations of the statutory provisions 
and their application which will 
control.* 


3In consideration of these statutory pro- 
visions, the pertinent Congressional Com- 
mittee Reports seem of great importance in 
clarifying the meaning and intent of the 
law. Particular reference may be made to 
the report of the Senate Committee on 
Finance with respect to the 1951 Act (Senate 
Report No. 781, 82d Cong., lst Sess., pp. 
43-45, 63, and Part 2, 21-23, 63-65). See 
also a Summary of the Provisions of the 
Revenue Act of 1951 (H.R. 4473) as agreed 
to by the Conferees, prepared by the Staff 
of the Joint Committee on Internal Revenue 
Taxation, October 1951. 


Further specifications in Treasury Regu- 
lations are also to be considered. Treasury 
Regulations 118 were issued under the 1939 
Code (as amended by the 1951 Act). Pro- 
posed regulations (published in the Federal 
Register of Nov. 3, 1956) under the 1954 


The development provisions in 
particular will be considered here. 
They make the greater changes and 
they furnish the background for the 
special provisions regarding explor- 
ation that were drafted later. When 
the 1951 Act was framed the provi- 
sions regarding development were 
drafted first and included as Sec. 
23 (cc). The further provisions re- 
garding exploration were added as 
Sec. 23 (ff)—although in the 1954 
Code, the exploration provisions are 
stated first in Sec. 615, followed by 
the development provisions in Sec. 
616. The matter of current deduc- 
tions will be given primary consid- 
eration, with only subordinate men- 
tion of the permitted elections for 
deferment. 

The following are among the spe- 
cial problems to be considered: 


MEANING OF “DEVELOPMENT” 


Neither the laws nor regulations 
have clearly defined development for 
mines. The extended specifications 
regarding “intangible drilling and 
development” for oil and gas are 
wholly inapplicable to mines. 

The Committee Report refers‘ to 
costs of shafts, tunnels, galleries, 
etc., necessary to make the mineral 





Code were subject to some serious protests 
and had not yet been issued when this article 
was written. Thus, Reg. 118 are presumably 
still in effect, but it cannot be known to what 
extent they may be superseded or modified 
when new regulations are issued for years 
subject to the 1954 Code. 

4 Senate Report No. 781, 82d Cong., lst 
Sess., p. 43. 
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accessible as being included in de- 
velopment expenditures, but this 
manifestly does not bar inclusion of 
other expenditures. The Report 
further states: ‘During the devel- 
opment stage, this new subsection 
is applicable to all expenditures of 
the taxpayer, unless otherwise ex- 
cluded herein.’’> The specific exclu- 
sions will be referred to later, but 
this still leaves the question of what 
development may include. 

The term development is used in 
various ways by mining men. The 
cost of development of a new mine 
may be taken to include all costs of 
plant and equipment, underground 
and surface work, facilities and 
every other expenditure to bring the 
mine into satisfactory production. 
However, development is unquestion- 
ably used by mining men with more 
limited meaning, often varying from 
mine to mine. 

Perhaps the best definition that is 
consistent with the statutory use of 
. the term is that given by Hoover: 
“Development is conducted for two 
purposes: first, to search for ore; and 
second, to open avenues for its 
extraction. Although both objects 
are always more or less in view, the 
first predominates in the early life 
of mines, the prospecting stage, and 
the second in its later life, the pro- 
ducing stage.’’® 


5 Senate Report No. 781, 82d Cong., Ist 
Sess., Part II, p. 21. 


®§H. Hoover: Principles of Mining, Chap. 
VII, p. 58. McGraw-Hill Book Co., New 
York, 1909. 


As thus defined, development would 
include expenditures for prospecting 
and exploration. This appears to be 
the intent of the statute, and its 
specific exclusions seem to support 
this thought. 

The exploration provisions refer 
to expenditures for ‘‘ascertaining 
the existence, location, extent, or 
quality of any deposit,’ but are 
limited to such expenditures before 
the beginning of the development 
stage, which starts when there is 
the required disclosure of minerals 
“in commercially marketable quan- 
tities.”” Rarely, if ever, is the full 
extent of commercially marketable 
ore completely known until the ore- 
body is mined out. After the re- 
quired initial disclosure that miner- 
als exist in commercially marketable 
quantities, there is the continuing 
need, in the development stage and 
also in the production stage, to ob- 
tain further and more detailed infor- 
mation as to the character and size 
of the orebody and its commercially 
marketable ore. Certainly such con- 
tinuing expenditures after the re- 
quired initial disclosure would not 
fall within the scope of the explora- 
tion provisions but would naturally 
fall within the scope of development 
or of production expenses, depend- 
ing on whether they fell within the 
development or the production 
period. 

7 The House Committee’s Report (H. Rep. 
No. 586, 82d Cong., Ist Sess., p. 107) refers 
to development expenditures during the de- 


velopment stage ‘“‘after completion of the 
initial exploratory work.” 











The pre-1951 regulations made no 
distinction between an exploration 
and a development stage. No begin- 
ning to the development stage was 
specified, but a single rule required 
capitalizing all expenditures, before 
the mine entered the production 
stage, regardless of whether they 
were for exploration and prospecting 
or were to provide for extraction 
of the ore. The present statute, in 
allowing deduction of development 
expenditures, makes its special test 
for the beginning of the develop- 
ment period so that such provisions 
would not apply to expenditures 
before such required initial dis- 
closure, as they might otherwise 
have applied. 

During the production stage, the 
usual continuing exploratory ex- 
penditures have long been included 
in the development expenditures 
deductible currently or on a deferred 
basis. 

It would accordingly seem that 
development, whether during the de- 
velopment or the production stage, 
would include the continuing explor- 
atory expenditures after the 
required initial disclosure. 


MEANING OF “‘EXPLORATION’”’ 


The statute specifies exploration 
expenditures as those for “‘ascertain- 
ing the existence, location, extent, 
or quality of any deposit of ore or 
other mineral” before beginning of 
the development stage of the mine 
or deposit. Exploration expendi- 
tures, as thus defined, would seem 
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to include general prospecting over 
any area to determine whether or 
not the existence of mineral is indi- 
cated in that area, as well as expend- 
itures for initial exploratory work 
with respect to any indicated or 
ascertained deposit. 

Whether such expenditures may 
be subject to the special exploration 
provisions, and to what extent, will 
be considered later. 


STATUTORY LIMITATIONS ON SCOPE 
OF PROVISIONS 


Although the statute does not 
define what may be included in 
development, it does state certain 
definite exclusions or limitations 
with respect to the scope of these 
provisions which may be noted as 
follows: 


1. Expenditures for depreciable property 
are not to be included either in development 
or exploration expenditures, but deprecia- 
tion allowances to the extent attributable to 
development or exploration are considered 
expenditures. 


2. The statute specifies that the explora- 
tion provisions are not applicable to any 
expenditure otherwise allowable as a deduc- 
tion for the taxable year. If, for example, 
an expenditure for exploration were deter- 
mined to be worthless and allowable as a 
loss before the end of the taxable year when 
the expenditure was made, it would be allow- 
able as a loss in that year and not includible 
in the expenditures to which the $100,000 
limitation applied. If, however, the expendi- 
ture were not determined worthless until 
after the end of the year of expenditure, 
the loss would not be allowable in that year 
and the expenditure would be an amount 
includible within the allowable limitation 
for the year of expenditure or would be an 
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amount to be capitalized in that year to be 
recovered through depletion or to be later 
deducted as a loss when determined worth- 
less. This limitation would seem to exclude 
from the exploration provisions not only 
any expenditure determined worthless with- 
in the year of expenditure, but also any 
expenditure allowable as a deduction in that 
year under any other provision, such as the 
deductions for ordinary and necessary ex- 
penses, research, interest, taxes, etc. (but 
not depreciation that is subject to the spe- 
cial rule mentioned above). 

Similar specification applicable to devel- 
opment expenditures is stated in the regu- 
lations.* This specification, which is stated 
in the statute with respect to exploration, 
is not similarly stated in the statute with 
respect to development. The Commitee Re- 
port® states, however, that during the pro- 
duction stage the new provision affects only 
those extraordinary expenditures which 
under prior law were to be deferred. 

If all development expenditures are being 
currently deducted, it does not seem im- 
portant to distinguish whether they would 
be deductible under the development or 
under other provisions. If, however, elec- 
tion is made for deferment, which must be 
with respect to the total of the development 
expenditures for any mine or deposit, it may 
be important to determine which expendi- 
tures are subject to deferment as distin- 
guished from those otherwise deductible. 


3. As to net receipts from ores or min- 
erals produced from a mine or deposit dur- 
ing the development period, the statute spe- 
cifies that an election for deferment shall 
apply to the excess of development expendi- 
tures over such net receipts during the same 
taxable year. (This is a change from the 
prior rule, which did not make such a year 
by year cutoff but allowed the total of such 
receipts before the end of the development 


8 Treasury Regulations 118, Sec. 39.23 
(cc)-1 (a) (2). 


Senate Report No. 781, 82d Cong., 1st 
Sess., Part 2, p. 21. 


period to be applied against the total of the 
expenditures to the end of the development 
period. ) 

The statute does not specify similar treat- 
ment of receipts as applicable to current 
deduction of development expenditures, and 
the Treasury’s position seems to be that in 
absence of election the total development 
expenditures after beginning of the develop- 
ment stage are allowable deductions, and 
receipts are to be taken up as income year 
by year. A similar position is taken as to 
deferments after beginning of the produc- 
tion stage. 

As to the exploration expenditures before 
beginning of the development stage, the 
statute does not make similar specification 
with respect to either deferment or current 
deduction of exploration expenditures. How- 
ever, by Rev. Rul. 55-430 (1955-2 C.B. 276), 
the Commissioner has held that in determin- 
ing the $100,000 allowable statutory deduc- 
tion or the amount to be treated as deferred 
expenses for a mine in the exploration stage, 
the net receipts for the year from sale of ore 
are to be applied in reduction of the explo- 
ration expenditures for the year, so it will 
be the excess of expenditures over such net 
receipts that is to be taken into account for 
deduction or deferment. 

If, however, exploration expenditures are 
to be capitalized (not deducted or deferred), 
it would seem that the old rule for deduction 
of aggregate net receipts against aggregate 
capital expenditures with respect to any 
mine would still be applicable rather than 
the new rule of year by year application. 
This may be more of a theoretical than a 
practical question, since rarely, if ever, 
would the net receipts exceed exploration 
expenditures for any year during the explo- 
ration stage. 


DISCLOSURE OF ORES OR MINERALS 
IN COMMERCIALLY MARKETABLE 
QUANTITIES 


This test, which determines the 
beginning of the development stage 
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and the end of the exploration stage, 
raises a series of questions: 


Disclosure: 


With the great variance in condi- 
tions which may exist in one case 
or another, it is difficult to prescribe 
any clear rule for determining when 
the required existence of ores or 
minerals ‘‘has been disclosed”: The 
few drillholes or the geological evi- 
dence that in one case might suffice 
to disclose existence of commercial 
ore might be quite insufficient in a 
different case. In some instances 
there may be unquestionable evi- 
dence when property is acquired 
that it does contain the commercial 
ore. In other cases some exploratory 
work by the taxpayer may be neces- 
sary for disclosure. In any event, 
it may be necessary to rely largely 
on the opinion of experts or others 
qualified to express opinion based 
on evidence available. 


What Must Be Disclosed: 


The required disclosure is “the 
existence of ores or minerals in com- 
mercially marketable quantitites.”’ 

This is not a requirement that 
there must be disclosure of the 
entire commercially marketable 
quantities that may exist in any 
mine or other deposit. If that were 
demanded, few mines would ever 
pass to the development stage. 

Although reference is made in 
Sec. 615 (b) to deduction of deferred 
expenditures ratably to ‘“‘ores or 
minerals discovered or explored,”’ 





there is clearly no requirement here 
for application of the old discovery 
test of a mineral deposit not pre- 
viously known to exist which has a 
value “materially disproportionate 
to the cost” or that the discovery 
mineral ‘‘could be separately mined 
and marketed at a profit.’”” More- 
over, the test now prescribed is not 
that of the prior discovery regula- 
tions, which refer to a mineral de- 
posit that “exists in quantity and 
grades sufficient to justify commer- 
cial exploitation.”” The very diffi- 
culty of those tests was a reason for 
abandoning the discovery pro- 
visions. 

The present test of beginning of 
the development stage is quite dif- 
ferent, both in its wording and its 
intended scope. To meet this test, 
it seems sufficient to disclose that 
minerals in commercially market- 
able quantitites exist, without its 
being necessary to establish discov- 
ery by the taxpayer, value in excess 
of cost, or quantity or quality as a 
basis for valuation. 

It is not easy to state the exact 
meaning of the phrase “in commer- 
cially marketable quantitites,”’ but 
it seems to be a test of marketabil- 
ity, rather than any of the former 
tests of discovery. 


Required Disclosure as to Mine or 
Deposit: 


As this test of beginning of the 
development period is stated in Sec. 
616, it refers to “the development of 
a mine or other natural deposit.” 
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It seems clearly intended that for a 
mine the test would be with respect 
to the mine, but that for a deposit 
which was not or would not be a 
mine, the test would be applied to 
the deposit. This intent seems fur- 
ther supported by repeated refer- 
ences in the Committee Report to 
development of ‘“‘the mine,” etc.'° 
Other briefer references in the stat- 
ute to the “‘mine or deposit” would 
seem in no way to change the basic 
reference to “‘a mine or other nat- 
ural deposit”’ in defining the begin- 
ning of the development period. 

The proposed regulations'! would 
have stated the rule that the test 
should be applied to ‘a mine or 
other natural deposit, whichever is 
the smaller unit,”’ but this was pro- 
tested, and such regulations have 
not been approved. The statute 
seems intended to consider the mine 
as the unit if there is or will natu- 
rally be a mine and not to break 
the mine down into separate de- 
posits where the mine may contain 
a number of veins, lodes, or other 
deposits. There will undoubtedly 
be, in some cases, question of what 
is to be considered “‘a mine,” but 
this will raise much less difficulty 
than an attempt to apply the test 
to each separate deposit which may 
exist within a single mine. 

There may also be question as to 
what, if any, effect the provisions of 


10 Senate Report No. 781—1951, pp. 43-45. 


11 Proposed Regulations (Federal Regis- 
ter, Nov. 3, 1956) Sec. 1.616-1 (c). 


Sec. 614 and any aggregation of 
properties thereunder may have on 
these development determinations. 
However, as the exploration and de- 
velopment provisions are written, 
they seem to contemplate the test 
as to the “mine or other natural 
deposit”’ rather than the technical 
“property” rules of Sec. 614.1? 


DEDUCTIONS FOR DEVELOPMENT 
EXPENDITURES 


1) Expenditures During the Devel- 
opment Stage: All expenditures dur- 
ing the development stage which fall 
within the scope of the development 
provision are to be currently de- 
ducted except as deferment is 
elected. The taxpayer may each 
year, and with respect to each mine 
or deposit, elect to treat as deferred 
expenses the development expendi- 
tures that otherwise might be cur- 
rently deducted under this provi- 
sion. The election will apply to the 
total of such expenditures for each 
mine or deposit for which the elec- 
tion is made, but the election made 
for one year or one mine will not 
apply for any other year or other 
mine and, as previously noted, the 
amount for deferment will be after 
reduction for any net receipts during 


12 The amendments to Sec. 614 by the 
1958 Act and the explanations in the Com- 
mittee report thereon, to which brief refer- 
ence is later made, may have their bearing 
on the relation of the “property” rules to 
determination of the ‘development stage.” 
The Treasury regulations, when issued, 
should be carefully considered in this regard. 
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that year from ores or minerals pro- 
duced from that mine or deposit. 


Such deferred expenses shall be 
deductible ratably as ores or miner- 
als benefited by such expenditures 
are sold. Manifestly, the miner- 
als benefited by any expenditure 
may be only a part of the total 
minerals in the mine. No attempt 
can be made here to discuss possible 
rules for determining what minerals 
should be considered benefited by 
any such expenditure or how the 
ratable amount to be written off 
each year should be determined. 
Neither existing nor proposed regu- 
lations seem fully satisfactory in 
that regard. 

The technical requirements re- 
garding election, as prescribed by 
regulations or rulings at any time 
in effect, must be carefully complied 
with to make the election valid. 
Space does not permit their discus- 
sion here. In general, the election 
for each mine or deposit is to be 
made by clear indication on the re- 
turn or by statement duly filed not 
later than the time for filing the 
return, except as the taxpayer may 
be allowed 90 days after the appli- 
cable regulations are published 
within which such election may be 
made for years subject to the 1954 
Code. !8 





18 Proposed Treasury Regulations in §§ 
1615-5 and 1.616-3 provided for such an 
extension of time for option or election and 
presumably some such provision will be in- 
cluded in the final regulations when issued. 





2) Expenditures During Produc- 
tion Stage: Development expendi- 
tures after beginning of the 
production stage will also be cur- 
rently deductible, whether they are 
the ordinary development expendi- 
tures such as were formerly allowed 
as current deductions or those ex- 
traordinary development expendi- 
tures such as were formerly treated 
as deferred expenses deductible as 
the minerals benefited thereby were 
sold. Unless deferment is elected, 
all such expenditures seem currently 
deductible. 

If deferment is elected, such defer- 
ment seems applicable only to the 
extraordinary expenditures, as pre- 
viously noted, and the ordinary ex- 
penditures would still continue to be 
currently deductible. Accordingly, 
the taxpayer might have, for any 
year for any mine that had reached 
the production stage, the ordinary 
development expenditures that could 
be currently deducted and the ex- 
traordinary development expendi- 
tures with respect to which he could 
elect deferment. 

Deferment of such extraordinary 
expenditures would seem subject to 
the same general provisions as to 
election and ratable deduction as are 
applicable to deferred expenses dur- 
ing the development period, with 
the apparent exception that in the 
production stage the expenditures 
to be deferred would not be reduced 
by receipts from resulting mineral— 
such receipts then being includible 
in income. 

















L. R. B. & M. Journal 





DEDUCTIONS FOR EXPLORATION 
EXPENDITURES 


Except for the permitted allow- 
ance to the extent of $100,000 a 
year, exploration expenditures dur- 
ing the exploration stage are to be 
capitalized recoverable through de- 
pletion (“unless such expenditures 
produce no useful results, in which 
case they can be deducted as with 
any other loss’’).'* 

Expenditures of not more than 
$100,000 a year may be currently 
deducted or may be in whole or in 
part treated as deferred expenses 
subject to the further limitations 
noted below. This $100,000 is a 
total allowable to the taxpayer for 
the year and not an allowance with 
respect to each property. Such de- 
duction or election of deferment is 
only allowable for four separate 
years (not necessarily consecutive) 
and the four years allowed are to 
take into account not merely any 
years for which the taxpayer made 
such deduction or election, but also 
any years for which a transferor of 
mineral property to the taxpayer 
had made such deduction or election 
under certain specified situations 
too technical for detailed discussion 
here. 

It seems recognized that the right 
of deduction as well as election is 
optional with the taxpayer, and if 
that right is not exercised the expen- 
ditures are to be capitalized, in 


14Senate Report No. 781, 82d Cong.. Ist 
Sess., p. 63. 


which case that year would not be 
considered one of the four years 
specified.'5 

In general, the rules regarding 
deductions or deferment of explora- 
tion expenditures within the appli- 
cable limits appear to be substan- 
tially the same as for development 
expenditures during the develop- 
ment stage, except for the differ- 
ences noted: 1) that deduction as 
well as election is optional and 2) 
that within the prescribed limitation 
the taxpayer may elect to defer all 
or part of the expenditures for any 
mine or deposit (and to deduct or 
capitalize others). There will be the 
same need for careful attention to 
any rulings or regulations concern- 
ing option or election, with recogni- 
tion of possible difference in the 
requirements because of broader op- 
tions given with respect to explora- 
tion expenditures. 


EFFECT ON BASIS FOR PROPERTY 


If development or exploration ex- 
penditures are currently deducted, 
and to the extent that deferred ex- 
penditures have become deductible, 
the expenditures thus deducted 
manifestly will not form part of the 
basis for the property for computing 
gain or loss on sale or exchange of 


15 The proposed regulations in Sec. 1.615-1 
recognized that such deduction or election 
was optional with the taxpayer, and this 
seems the appropriate rule. This position 
is now further stated in Rev. Rul. 58-358 
(I. R. B. 1958-29, 13) and in Treasury Reg- 
ulations (T. D. 6313—I. R. B. 1958-40, 14) 
$1.263 (a)—3 later referred to. 
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the property or for computing cost 
depletion. Their effect on percent- 
age depletion computations is later 
noted. 

Deferred development expenses 
to the extent not yet ratably deduc- 
tible would increase the property 
basis for computing gain or loss on 
sale or other disposition of the prop- 
erty, but not for depletion. 


EFFECT ON PERCENTAGE 
DEPLETION COMPUTATIONS 


In computation of percentage de- 
pletion allowable for any property 
for any year, the deduction allow- 
able for that year'® for development 
expenditures with respect to that 
property is to be taken into account 
in determining the taxpayer’s net 
income from the property for the 
purpose of the 50% limitation, as 
is specified in the Committee Re- 
port.!7 

Presumably no percentage deple- 
tion would be allowable for any year 
during the exploration stage, so no 
exploration expenditures currently 
deducted would affect percentage 
depletion computations. The rat- 
able deductions in later years for 
deferred exploration expenditures 
might, however, affect the percent- 
age depletion computations for such 


16 This rule would apply whether the de- 
duction allowable was the current deduction 
for expenditures in that year or the amount 
of the deferred expense deduction allowable 
for that year. 


17 Senate Report No. 781, 82d Cong., Ist 
Sess., Part 2, p. 22. 


later years and be subject to a rule 
similar to that for development ex- 
penditures.'* 


DEDUCTION FOR LOSSES 


The deduction for loss has two 
important aspects concerning the 
development and exploration ex- 
penditures here considered: 1) as 
to when a loss deduction may be 
allowable with respect to any then 
remaining balance of expenditures 
previously capitalized or expendi- 
tures previously deferred and 2) as 
to exploration expenditures which— 
if allowable as a loss in the same 
year when the expenditures were 
made—would not be includible with- 
in the $100,000 allowable deduction 
for that year. 

To determine when expenditures 
for development or exploration are 
to be deductible as losses because 


18 The treatment in this way of current 
deductions for exploration expenditures, or 
their deferment, seems in accord with the 
provisions of the 1958 amendments and the 
Committee explanations later referred to. 

Under the new 1958 rules, an expenditure 
for exploration of a separate interest, not 
yet in the development or production stage, 
may still be currently deducted in the year 
of expenditure without affecting, depletion 
later allowable for that interest or depletion 
then or later allowable for other interests: 
but if that interest were later included in 
an aggregation any prior current deductions 
for exploration expenditures might give rise 
to the possible recapture adjustment speci- 
fied under the new rules (although similar 
adjustment would not be required with re- 
spect to exploration expenditures deferred 
or capitalized). 
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worthless, perhaps the best simple 
statement of the applicable stand- 
ard is that in the Committee 
Report!® already mentioned, which 
refers to capitalizing exploration ex- 
penditures to be recovered through 
depletion “‘unless such expenditures 
produce no useful results, in which 
case they can be deducted as with any 
other loss.” 

There should be no question that 
if a mining property is abandoned, 
or if a taxpayer loses or abandons 
his interest in the property, any 
amount of capitalized or deferred 
expenditures not theretofore deduct- 
ible are then allowable as a loss. 
If, for example, the taxpayer in any 
year has made expenditures for ex- 
ploration or development of prop- 
erty he holds under lease or option, 
and before the end of that year the 
lease or option expires or is for- 
feited, such expenditures should be 
allowable as a loss to the taxpayer 
in that year. 

However, the loss should be allow- 
able at any time it becomes manifest 
that the expenditures are worthless 
for the purpose for which they were 
incurred. If development work is 
abandoned or becomes worthless 
because there is no reasonable ex- 
pectation of its further utility, or if 
an exploration project or particular 
exploration work is abandoned or 
becomes worthless because there is 
no reasonable expectation of finding 





19 Senate Report No. 781, 82d Cong., 1st 
Sess., p. 63. 


profitable ore, any expenditures 
therefor not previously deductible 
should then be allowable as a loss— 
even though the entire property or 
the taxpayer’s interest therein may 
not at that time be worthless. 
Such standards as these at least 
approach the standards that should 
be applied, although they would still 
leave much room for judgment and 
opinion in their application. 


EXPENDITURES MADE BY 
TAXPAYER 


An important point with respect 
to the deductions allowable under 
these sections for exploration or 
development expenditures is that 
they are allowable to the taxpayer 
who has paid or incurred expendi- 
tures of the type described.” If a 
taxpayer purchases a mine or de- 
posit that has been in whole or in 
part developed or explored by others 
at their cost, no part of the cost of 
that mine or deposit to the taxpayer 
is to be considered as a develop- 
ment or exploration expenditure by 
the taxpayer which he would be 
entitled to deduct or defer under 
these provisions. 

This, however, apparently fur- 
nishes no warrant for proposed regu- 
lations that if a taxpayer, in con- 
sideration for a grant of an interest 
in the minerals, has made expendi- 
tures for exploration or develop- 
ment of the property, such expendi- 





20 Senate Report No. 781, 82d Cong., Ist 
Sess., Part 2, p. 64. 
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tures are not to be considered as 
deductible under these provisions as 
exploration or development expend- 
tures by the taxpayer.*!. In such 
case it is the taxpayer who has made 
the expenditures of the type de- 
scribed (for exploration or for devel- 
opment) and he seems clearly en- 
titled to their deduction.?? 

There seems no departure from 
the prescribed standard in the speci- 
fication?* that a taxpayer who has 
made expenditures for exploration 
and development on his property 
and thereafter leases the property 
to another continues to be entitled 
to deduction for the deferred ex- 
penditures he has made. Nor is 
there conflict in the special provi- 
sions of Sec. 381 (c) (10) which per- 
mits an acquiring corporation to 
deduct deferred expenses of a dis- 
tributor or transferor corporation 
under the special situations there 
referred to, where the acquiring 
corporation is considered to take 


*1 Proposed regulations Sec. 1.615-1 (b) 
(3) and Sec. 1.616-1 (b) (3). 


22 Note in this connection the specific pro- 
visions of Sec. 263 (a) (1) (A) of the 1954 
Code (and Sec. 24 (a) (2) of the 1939 Code) 
which make the general rule regarding capi- 
tal expenditures inapplicable to expendi- 
tures for development of mines; also the 
statement in the Committee Report (Senate 
Report No. 781, 82nd Cong., 1st Sess., Part 
2, p. 64) that deductions allowable under 
the exploration section “‘are not, of course, 
subject to disallowance under Section 24 
(a) (2).” 


°3 Senate Report No. 781, 82d Cong., 1st 
Sess., Part 2, pp. 22, 64. 


the place of the distributor or 
transferor. 


PRE-1951 EXPENDITURES LATER 
DEDUCTIBLE 


Expenditures for exploration and 
development which had been made 
prior to 1951 seem in no way af- 
fected by the new provisions.*4 
Such expenditures, to the extent 
not previously deductible, would 
continue their prior status, either 
as capitalized expenditures recov- 
erable through depletion or deferred 
expenses deductible as minerals ben- 
efited were sold, but, in either case, 
subject when worthless to appro- 
priate loss deduction. 


FURTHER CONSIDERATIONS 


This presentation of some of the 
problems that arise in practical 
application of these exploration and 
development provisions leaves many 
important points unmentioned or 
incompletely stated. It cannot try 
to forecast what the new regulations 
may provide when they are issued 
or what the decisions of the courts 
may be as these questions come 
before them. In the application of 
these provisions, full consideration 


24 The former rules that were applicable 
to pre-1951 expenditures may be found in 
Treasury Regulations 111. These rules were 
later amended by T. D. 6023 (C. B. 1953-2, 
132) of June 23, 1953, to state the new regu- 
lations for 1951, substantially as these are 
stated in Treasury Regulations 118 for years 
beginning after Dec. 31, 1951. As to former 
rules, see also G. C. M. 13954 (C. B. XIII-2, 
66 [1934]). 




















L. R. B. & M. Journal 





must be given to all the technicalities 
of the statute and there must always 
be full recognition that the legal 
interpretation of these provisions 
and their application as matters of 
law must come from the attorneys 
or from the courts. 


SUPPLEMENTAL NOTE 


The Technical Amendments Act 
of 1958 makes no change in Sections 
615 and 616 of the 1954 Code re- 
garding exploration and develop- 
ment. It does, however, in its new 
provisions with respect to aggrega- 
tion of operating mineral interests 
other than oil and gas wells state a 
new special rule in Section 614 (c) (4) 
requiring possible later adjustment 
if deduction under Section 615 (a) 
has been made by the taxpayer 
with respect to an operating mineral 
interest in a year before such inter- 
est became part of an aggregated 
property. The Senate Committee’s 
Report (Senate Report No. 1983, 
85th Cong., 2d Sess., p. 60), in 
explaining the limited application 
and result of this new rule, also 
notes the different result in cases not 
subject to such a rule, stating in 
part as follows: 

(d) Exploration expenditures made prior 
to an aggregation of interests—A special 
problem is presented by exploration expendi- 
tures which are incurred prior to the aggre- 
gation of 2 or more interests where there 
already is a mine in operation on 1 of the 
tracts. Without any special rule the ex- 
ploration expenditures made before the ag- 
gregation, on the interest where there is no 
mine although themselves deductible would 
not decrease the income from the property 





on which the mine is located. Thus they 
could not result in any decrease in the maxi- 
mum percentage depletion allowable with 
respect to that property. On the other hand, 
such a reduction would have occurred had 
the two interests been aggregated during 
the entire period in question. As a result, 
your committee has provided that where 
exploration expenditures are made prior to 
the aggregation of two or more interests they 
are to be taken into account in future years 
after the aggregation has been made. This 
will be true, however, only from January 1, 
1958 on, unless the taxpayer elected to apply 
the new rule back through 1954. 

These expenditures are taken into account 
for the future years by first recomputing 
the tax for the prior years, assuming that 
the interests subsequently aggregated were 
at that time aggregated. If after this. re- 
computation is made it is found that there 
is an increase in tax liability, this excess is 
taken into account for years beginning with 
the time the aggregation is made. This in- 
crease then is spread forward evenly over 
the same number of years in which it would 
have been incurred had the interests been 
aggregated in the past. 


The Report further explains (p. 
176) that it is the excess, if any, 
“resulting solely from the effect of 
exploration expenditures previously 
deducted”’ which is thus to be taken 
into account. However, the Confer- 
ence Report (H.R. Report No. 2632, 
85th Cong., 2d Sess., p. 29) states 
“Tt is intended that all items affect- 
ing such recomputation, such as 
exploration expenditures and ad va- 
lorem taxes previously deducted 
with respect to the separate mineral 
interests aggregated, be taken into 
account.” 

The fuller particulars regarding 
these new enactments will be found 








a ee Riel 


— ll ae 








aes 


PaseN MRE tees 











Income Tax Treatment of Development and Exploration 63 





in Section 37 of the 1958 Act and 
the applicable Committee Report 
above referred to. It may, however, 
be particularly noted here that— 

1. The special rule as stated in Sec. 614 
(c) (4) refers only to exploration expendi- 
tures deducted under Sec. 615 (a); not to 
deferred deductions under Sec. 615 (b) to 
be made ratably as minerals benefited are 
sold; nor to losses or other deductions allow- 
able otherwise than by Sec. 615. 


2. This special rule for such adjustments 
has no application to oil and gas. For other 
minerals it is only applicable in the manner 
and to the extent prescribed by the new 
1958 aggregation rules for the years to which 
such rules are applicable. 

3. The explanations in the Committee 
Report may have their bearing on the ques- 
tion whether expenditures made are to be 
classed as exploration or as development 
under the 1954 as well as under the 1958 
rules. This and the possibility of later re- 
quired adjustment may affect the desira- 
bility of the elections a taxpayer may make 
to deduct, to defer or to capitalize any 
exploration expenditures. 

It may also be noted that Rev. 
Rul. 58-358 (I. R. B. 1958-29, 13) 
states that a taxpayer is not pre- 
cluded from capitalizing any por- 
tion of exploration expenditures 
which would otherwise be allowable 
as a deduction or treated as deferred 
expenses under Section 615; the 
section being permissive, not man- 
datory. 

Moreover, Treasury Regulations 
(T. D. 6313—I. R. B. 1958-40, 14) 
in §1.263 (a)-3 include Section 615 
(exploration expenditures) as among 
those with respect to which 
“taxpayers may elect to treat capi- 
tal expenditures as deductible ex- 





penses or as deferred expenses, or to 
treat deductible expenses as capital 
expenditures.” 


INTERNAL REVENUE CODE OF 1954 
Sections 615 and 616 

Sec. 615. Exploration Expenditures: 

(a) In General. In the case of 
expenditures paid or incurred dur- 
ing the taxable year for the purpose 
of ascertaining the existence, loca- 
tion, extent, or quality of any de- 
posit of ore or other mineral, and 
paid or incurred before the begin- 
ning of the development stage of 
the mine or deposit, there shall be 
allowed as a deduction in computing 
taxable income so much of such 
expenditures as does not exceed 
$100,000. This section shall apply 
only with respect to the amount of 
such expenditures which, but for 
this section, would not be allowable 
as a deduction for the taxable year. 
This section shall not apply to 
expenditures for the acquisition or 
improvement of property of a char- 
acter which is subject to the allow- 
ance for depreciation provided in 
section 167, but allowances for 
depreciation shall be considered, for 
purposes of this section, as expendi- 
tures paid or incurred. In no case 
shall this section apply with respect 
to amounts paid or incurred for the 
purpose of ascertaining the exis- 
tence, location, extent, or quality of 
any deposit of oil or gas. 

(b) Election of Taxpayer. If the 
taxpayer elects, in accordance with 
regulations prescribed by the Sec- 
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retary or his delegate, to treat as 
deferred expenses any portion of the 
amount deductible for the taxable 
year under subsection (a), such por- 
tion shall not be deductible in the 
manner provided in subsection (a) 
but shall be deductible on a ratable 
basis as the units of produced ores 
or minerals discovered or explored 
by reason of such expenditures are 
sold. An election made under this 
subsection for any taxable year shall 
be binding for such year. 

(c) Limitation. This section shall 
not apply to any amount paid or 
incurred in any taxable year if in 
any 4 preceding years a deduction 
or election under this section, or the 
corresponding provision of prior 
laws, has been allowed to, or exer- 
cised by— 

1. the taxpayer, or 

2. the individual or corporation who has 
transferred to the taxpayer any mineral 
property. 

Paragraph (2) shall apply only if 
(A) the taxpayer was required to 
take into account under section 23 
(ff) (3) of the Internal Revenue 
Code of 1939 the deduction allowed 
to or election exercised by such 
individual or corporation; (B) the 
taxpayer would be entitled under 
section 381 (c) (10) to deduct ex- 
penses deferred under this section 
had the distributor or transferor cor- 
poration elected to defer such ex- 
penses; or (C) the taxpayer acquired 
any mineral property under circum- 
stances which make section 334 (b), 
362 (a) and (b), 372 (a), 373 (b) (1), 


723, 732, 1051, or 1082 apply to 
such transfer. 

(d) Adjusted Basis of Mine or 
Deposit. The amount of expendi- 
tures which are treated under sub- 
section (b) as deferred expenses shall 
be taken into account in computing 
the adjusted basis of the mine or 
deposit, but such amounts, and the 
adjustments to basis provided in 
section 1016 (a) (10) shall be disre- 
garded in determining the adjusted 
basis of the property for the purpose 
of computing a deduction for deple- 
tion under section 611. 


Sec. 616. Development Expenditures: 


(a) In General. Except as pro- 
vided in subsection (b), there shall 
be allowed as a deduction in com- 
puting taxable income all expendi- 
tures paid or incurred during the 
taxable year for the development of 
a mine or other natural deposit 
(other than an oil or gas well) if 
paid or incurred after the existence 
of ores or minerals in commercially 
marketable quantities has been dis- 
closed. This section shall not apply 
to expenditures for the acquisition 
or improvement of property of a 
character which is subject to the 
allowance for depreciation provided 
in section 167, but allowances for 
depreciation shall be considered, for 
purposes of this section, as 
expenditures. 

(b) Election of Taxpayer. At the 
election of the taxpayer, made in 
accordance with regulations pre- 
scribed by the Secretary or his dele- 
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gate, expenditures described in sub- 
section (a) paid or incurred during 
the taxable year shall be treated as 
deferred expenses and shall be de- 
ductible on a ratable basis as the 
units of produced ores or minerals 
benefited by such expenditures are 
sold. In the case of such expendi- 
tures paid or incurred during the 
development stage of the mine or 
deposit, the election shall apply 
only with respect to the excess of 
such expenditures during the tax- 
able year over the net receipts dur- 
ing the taxable year from the ores or 
minerals produced from such mine 
or deposit. The election under this 
subsection, if made, must be for the 


total amount of such expenditures, 
or the total amount of such excess, 
as the case may be, with respect to 
the mine or deposit, and shall be 
binding for such taxable year. 

(c) Adjusted Basis of Mine or 
Deposit. The amount of expendi- 
tures which are treated under sub- 
section (b) as deferred expenses shall 
be taken into account in computing 
the adjusted basis of the mine or 
deposit, except that such amount, 
and the adjustments to basis pro- 
vided in section 1016 (a) (9), shall 
be disregarded in determining the 
adjusted basis of the property for 
the purpose of computing a deduc- 
tion for depletion under section 611. 
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Business Combinations: 
By Louis H. 


One of the most important pro- 
nouncements on accounting matters 
by the American Institute of Certi- 
fied Public Accountants was Ac- 
counting Research Bulletin No. 40, 
issued in 1950 by the Institute’s 
Committee on Accounting Proce- 
dure. That bulletin related to the 
accounting problems involved in 
business combinations, which have 
become increasingly prominent in 
American business. 

Business combinations may be 
consummated in a variety of ways. 
A new corporation may be formed 
to take over the assets and opera- 
tions of two or more existing busi- 
nesses, Or One corporation may 
merge into or consolidate with an- 
other under the applicable state 
laws. The accounting for the com- 
bination will be determined not by 
its form, but by its substance. It is 
important to ascertain whether the 
combination represents, in effect, 
(1) a purchase of one corporation by 
another, or (2) a pooling of interests. 
The accounting treatment appro- 
priate to a purchase may be vastly 
different from the accounting ap- 
propriate to a pooling. The Insti- 
tute bulletin sets forth certain cri- 
teria which should be considered in 


* This paper appeared in the Department 
“Accounting at the S.E.C.” in The New 
York Certified Public Accountant, Volume 
XXVIII, No. 10, pp. 745-46. 
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determining whether the combina- 
tion was, in effect, a pooling or a 
purchase. 

The 1950 pronouncement of the 
Institute was found to have several 
defects. The problem was reconsid- 
ered and resulted in the issuance of 
a revised bulletin (No. 48) in Janu- 
ary 1957. One of the previous pre- 
requisites of a pooling—that the 
businesses had to be similar or com- 
plementary—was omitted. Most 
important, however, was a new po- 
sition taken by the Committee to 
the effect that there could be a pool- 
ing where a parent-subsidiary rela- 
tionship survived, and where there 
are insignificant surviving minority 
interests. The revised builetin re- 
tains the tests of continuity of own- 
ership and management, or power 
to control the management, and in- 
troduces a test of relative size. The 
bulletin provides that where one of 
the constituent corporations is 
clearly dominant (for example, where 
the stockholders of one of the con- 
stituent corporations obtained 90% 
to 95% or more of the voting inter- 
est in the combined enterprise), 
there is a presumption that the 
transaction is a purchase rather 
than a pooling of interests. 

The chief accountant of the SEC, 
Mr. Andrew Barr, spoke before the 
American Accounting Association at 
Syracuse University, on August 27, 
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1958. Our readers will be especially 
interested in the following comments 
from his paper, “Accounting As- 
pects of Business Combinations,”’ 
which dealt with the Commission’s 
position on the subject. 


On the matter of continuity of 
management, Mr. Barr said: 


Plans for the integration of top manage- 
ment personnel we think are significant evi- 
dence as to the good faith of representations 
that the plan is a pooling and not a pur- 
chase. Token representation on a big Board 
of Directors may not be very convincing, 
whereas a merger involving a small pro- 
gressive company and a very large company 
needing the particular talents of the officers 
of the smaller company may satisfy the 
requirement. 


On the matter of relative size, 
Mr. Barr said: 


As a general proposition we have ob- 
jected to pooling of interests when the equity 
of the smaller company would be less than 
5%. However, in some situations pooling 
of interests accounting has been accepted 
when the acquiring company’s interest has 
exceeded 95%, when, for example, the other 
factors involved were persuasive and the 
size and position of the companies were 
such that any other view would, for all prac- 
tical purposes, have the effect of excluding 
certain industry leaders from the pooling of 
interests doctrine entirely. 


On the matter of continuity of 
interests, Mr. Barr said: 

We are particularly concerned with evi- 
dence of intent on the part of all of the 
parties, other than for normal trading in 
listed shares, to retain shares issued to them 
in the exchange or in dissolution of corpora- 
tions which have transferred assets to sur- 
viving corporation. Registration under the 
Securities Act of 1933 of shares received in 
the transaction or other evidence of intent 
to dispose of them is ordinarily fatal to a 
pooling of interests solution. 

Another problem facing the ac- 
countant in the preparation of fi- 
nancial statements in connection 
with a business combination is the 
recasting of income statements of 
different fiscal years to a common 
fiscal year for the purpose of show- 
ing combined operations of the con- 
stituent companies. Mr. Barr 
stated that service and financial 
companies usually adjust to a com- 
mon basis. He said, however, that 
companies that have large inven- 
tories and inadequate accounting 
control may not be able to recast 
to a common basis. In such cases, 
he stated, combining of income 
statements for different fiscal years 
has been accepted when appropriate 
explanation of the circumstances is 
given. 
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The broad scope of an electronic 
data processing system and the high 
initial investment in site prepara- 
tion, programming and conversion, 
requires that every company evalu- 
ating the acquisition of a computer 
consider carefully the potential prof- 
itability of its installation. Today 
we have the tremendous advantage 
of hindsight to help us determine 
where the greatest potential for 
E. D. P. lies and the approach that 
is required to realize it. 

In studying existing installations 
we find a variety of reasons for 
acquiring a computer, but the justi- 
fying factors can generally be classi- 
fied into two elements: cost reduc- 
tion or “‘savings” and the so-called 
“intangible benefits.’’ Most install- 
ations, which were thoroughly eval- 
uated, have probably been justified 
on the basis of some combination of 
these elements. The justifying fac- 
tors can also be classified by their 
basic underlying causes. We can 
make system improvements which 
could result in cost reduction, in- 
tangible benefits or a combination 
of both. We can also effect method 
improvements which could be ex- 
pected to result only in cost 
reduction. 


Meaning of Systems and Methods: 


Before going any further we 
should understand the meaning of 


Systems and Electronics 


By HERBERT W. BADER 
(New York Office) 


systems and methods. A system 
represents the broad flow of work 
and information and includes a 
complete network of related pro- 
cedures. In improving a system we 
may eliminate the need for some 
operations thus realizing a cost 
reduction or we may improve its 
effectiveness thereby increasing its 
value. Methods refer to the means 
or mechanics of doing a given job. 
A methods change can reduce costs, 
but it generally will not affect the 
value of the work performed. The 
distinction between systems and 
methods changes is not always clear. 
For example, a method change 
which reduces processing time might 
produce more valuable results. In 
this case the change would increase 
the value of the system and possibly 
should be classified as a system 
improvement. 


A System Improvement Application: 


One manufacturing company has 
recently installed a computer des- 
pite the fact that a cost increase 
was expected to result. The manage- 
ment believed the system improve- 
ments would more than offset the 
increased cost. The company had 
no single large application which 
could be expected to yield an imme- 
diate payoff. Nevertheless, by tak- 
ing a broad total system approach, 
it found a substantial integrated 
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area which seemed to be a good 
potential computer application. The 
principal job concerned finished 
goods inventory control at several 
plants and distribution outlets. The 
related functions of order process- 
ing, billing, sales analysis and pro- 
duction planning were also included 
in the study. Some of these jobs 
were already mechanized to a large 
extent with punched card equip- 
ment, but there appeared to be a 
good opportunity for improvements 
in the system. 

The study group recommended a 
system which represented a sub- 
stantial, although not a radical 
change in the applications under 
consideration, and pointed out that 
the proposed system, using a me- 
dium size computer, would cost 
more. However, the cost of the 
computer method was less than that 
of any alternative means of accom- 
plishing the same results. Therefore, 
the computer was the best method 
and the increased cost was due en- 
tirely to additional work being per- 
formed. The management decided 
the system improvements were 
worth this increased cost because 
they believed the improvements 
would add to the profitability of 
the business. 

For example, by reducing the in- 
ventory replenishment cycle to the 
various distribution outlets from 
about three weeks to only four days, 
back orders could be reduced sub- 
stantially. In this particular busi- 
ness, back orders resulted in lost 


sales. The reduction in the inven- 
tory replenishment cycle also low- 
ered the required inventory invest- 
ment at the distribution outlets and 
freed capital for other uses. There- 
fore, an increase in profits could be 
attached to the system change. 

This type of improvement gave 
the company’s computer installation 
an immediate profit potential, but 
management also recognized that 
this was only the first step. There 
was an even greater prospect for 
future system improvements within 
the same application area. Excep- 
tion reporting and routine decision- 
making were being instituted to 
only a limited extent, and further 
progress was certain to be made in 
the future, promising an ultimate 
reduction in costs. 

This is an example of a computer 
installation that was justified almost 
entirely on the basis of system im- 
provements. One of the significant 
points was the recognition of the 
potential for future improvements. 
Computers have opened the door to 
many new system concepts, but 
these improvements cannot be ef- 
fected overnight. 


A Method Improvement Application: 


Another company recently com- 
pleted a study of its subscription 
fulfillment operations. There was 
only one large application involving 
about 250 clerks at five locations, of 
whom 160 were concentrated at the 
main office. The principal functions 
of these clerks were maintaining 
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subscriber records and billing. The 
opportunity for system changes was 
limited because the operations were 
fairly rigidly defined by the nature 
of the business. Reporting and 
other by-products of this applica- 
tion were of relatively minor im- 
portance. Therefore, the study was 
primarily directed toward an invest- 
igation of possible method im- 
provements. 

In this case the study group also 
recommended the acquisition of a 
medium size computer; however, 
the justification was based almost 
entirely on cost reduction. At the 
company’s then current volume a 
reduction of about 7% of the appli- 
cation’s annual cost was indicated, 
with considerably larger savings as 
volume increased. An expected in- 
crease in volume was the principal 
reason for recommending the com- 
puter rather than alternative meth- 
ods which were considered. 

Before management could reach 
a final decision, a recession set in 
and business started to decline, thus 
casting doubt on the prospects for 
higher volume. It also raised the 
very important question of the ef- 
fect on costs of a decline in volume. 
The most disturbing factor, in man- 
agement’s opinion, was the fact that 
flexible manual operation would be 
replaced by a computer with rela- 
tively high fixed costs. As a result, 
action on the proposed computer 
acquisition was deferred pending 
future economic developments. 
Management did not think the ex- 


pected savings offset the risks that 
were involved, particularly the un- 
certainty of future volume. 

The profitability of this operation 
as a computer application was based 
on method improvement and de- 
pended entirely on the volume of 
data to be processed. Except for 
possible equipment changes, the 
prospects for further future improve- 
ments were limited. If the forecast 
of future growth in volume was 
valid, this would certainly have 
been a good method improvement 
computer application. In fact, with 
the heavy concentration of very rou- 
tine clerical activities, this was vir- 
tually the ideal type of situation for 
method improvement. However, 
there are not many companies, par- 
ticularly in the medium size class, 
which would have as good an appli- 
cation for method improvement. 

Therefore, it is becoming increas- 
ingly apparent that the greatest po- 
tential for utilizing computers lies 
in system improvements. In this 
area we can make extensive use of 
those abilities which are peculiar to 
computers and therein lies the great- 
est potential for EDP. However, 
we must always keep sight of the 
fact that the emphasis must be on 
the system because the equipment 
is only a tool. 


The Systems Approach: 


A sound approach to system im- 
provements is to think of office op- 
erations in terms of their value to 
the business and the cost of produc- 
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ing that value. We can evaluate the 
sales and production departments in 
terms of their profitability, but the 
concept is more difficult to apply to 
the office. Except for meeting legal 
requirements, the office would have 
little right to exist if it made no 
profit contribution. 

A typical accounts receivable and 
billing operation has as its primary 
objective the collection of revenue. 
If we can make collections faster, 
the business will require less work- 
ing capital and prompt billing may 
improve customer service. These 
are the types of values we must con- 
sider in determining the profit con- 
tribution of the system. 

Of course, the value of office op- 
erations is usually difficult to meas- 
ure in terms of dollars and cents. 
We can generally determine what 
the values are, but the amount of 
their profit contribution is often 
only a vague concept. Yet, this 
principle is of such importance that 
we must always strive to develop 
the best possible understanding of 
these values. Thus we can make 
system improvements by increasing 
thevalue, by decreasing thecost or by 
eliminating unprofitable operations. 

One great danger in this kind of 
thinking is that we must resist the 
tendency to overestimate the ad- 
vantages and underestimate the dis- 
advantages of a system we have 
developed. This is most important 
in evaluating the so-called ‘“‘intan- 
gible benefits’’ because very often 
the exact nature of these values re- 


mains quite hazy. The system ana- 
lyst must always be his own severest 
critic, particularly when he is trying 
to sell something intangible. These 
values may be hard to measure, but 
we should try to be specific in defin- 
ing them. For example, faster re- 
porting, as an end in itself, has no 
value. It is only when the faster 
reporting results in faster action, 
which in turn produces better re- 
sults, that we have something of 
real value. 

The success of this approach to 
system improvement will depend 
not only on the system analyst but 
also on the environment in which he 
works. Since organizations are 
made up of people who are human, 
a variety of problems are likely to 
be encountered. Nevertheless, the 
success of a major system revision 
requires the active and enthusiastic 
support of all levels of management. 

Many companies periodically at- 
tempt to reduce the number of re- 
ports they prepare and very often 
meet with little or no success. When- 
ever someone is asked why a par- 
ticular report is needed or what it is 
used for, the answer will usually be 
that it is an absolute necessity. In 
fact, if given the opportunity, he 
will probably explain that it does 
not contain enough information. 
People are generally reluctant to get 
along with less information. This is 
not a surprising reaction because we 
are all reluctant to give up anything 
that might be of help to us. How- 
ever, if everyone evaluated the re- 
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ports he receives in terms of the 
value they contribute to the overall 
company objectives and their cost, 
we would undoubtedly meet with 
far greater success in streamlining 
reporting systems. Perhaps we 
should spend more money to get in- 
formation not now available and 
eliminate some of the low value re- 
ports. Such action may involve 
taking a calculated risk in eliminat- 
ing some reports, but we cannot 
justify from an economic standpoint 
regularly providing all the informa- 
tion that may at some time have use. 

One of the pitfalls of a computer 
installation is that it is too easy to 
produce more information. Since 
the installation of a computer with 
a high speed printer, some com- 
panies have found they are produc- 
ing far more reports than before. 
Some managements apparently feel 
that with a computer they should 
be able to get all the information 
anyone may want. However, the 
value these reports actually con- 
tribute in relation to their cost is 
very often questionable. More in- 
formation is not of itself desirable. 
Less, but better, information is a 
much more profitable goal. 

In developing a reporting system, 
we must determine the fundamental 
information needs of the business in 
terms of coping with its problems. 
If the system can develop solutions 
or partial solutions to problems, we 
can enhance its value. However, at 
every point we must evaluate the 
work to be done in terms of its 


value and cost. 

This approach is not peculiar to 
the field of electronic data process- 
ing. It applies to systems work in 
its broadest sense. In fact, if we 
are considering EDP in terms of 
system improvements, the initial 
approach should be exactly the 
same as for any other major system 
study because, in the final analysis, 
a computer may not be the best 
solution. 

A little over a year ago a company 
president asked his treasurer what 
plans he had for using a computer. 
The president had heard and read 
a great deal about EDP and 
thought his company should not fall 
behind in this field. After some 
prodding, the treasurer initiated a 
study with the primary objective of 
developing an improved system, and 
the secondary objective of evaluat- 
ing the economic feasibility of EDP. 
At the outset of the study, the pros- 
pects for utilizing a computer ap- 
peared quite good. However, when 
the systems study was completed, 
the requirements had been reduced 
to the point where a computer could 
not be justified. The desired system 
improvements could be imple- 
mented more economically with the 
existing punched card installation. 
Here was a case where the need for 
a computer was eliminated by im- 
proving the system. 


Conclusions: 


As we have seen there are two 
basic means of utilizing and justify- 
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ing a computer: method improve- 
ments and system improvements. 
If a computer can profitably be em- 
ployed as a method improvement, 
it certainly should be acquired. 
However, before doing so, we should 
be satisfied that the system is the 
most profitable one we can develop. 
It must be recognized that after a 
major system revision a computer 
may no longer be the best solution. 

The greatest potential for com- 
puters lies in the system improve- 
ment approach. By taking a sound 





approach to the systems work there 
is a great potential for utilizing 
those capabilities peculiar to com- 
puters. The computer is only a tool, 
but a most powerful one, which has 
opened the door to a vast new area 
of system improvements. 

Studying any system requires a 
clear understanding of its objectives 
and an appreciation for the values 
involved, since it is the profit motive 
which must ultimately determine 
whether or not a computer should 
be acquired. 
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Data Processing—The Present and Future 


By FELIX KAUFMAN 
(EDP Division) 


The prosperity of the last: decade, 
the increment in the volume of data 
because of increased sales, the ever- 
growing number of reports required 
by government agencies, and the 
increasing demands of management 
for detailed statistics on all phases 
of their business have led to a mass 
of paperwork never before experi- 
enced in industry. These increases 
in data, together with the speed 
with which data need to be proc- 
essed efficiently, have led to momen- 
tous developments in the techniques 
of data processing. The entire field 
of information handling is now being 
viewed in a new light. 

Most of the available material on 
data processing follows a narrow ap- 
proach. It deals with the applica- 
tion of some type of machine to a 
specific function of a particular busi- 
ness. However, we are taking a 
broader point of view in this paper 
and will discuss briefly the present 
and future impact of these new tech- 
nological developments in the field 
of information handling. 


CURRENT DEVELOPMENTS AND THE 
TRADITIONAL DATA PROCESSING 
ENVIRONMENT 


Although we know that no two 
data processing situations are ex- 
actly alike they very often have 
common characteristics from the 


standpoint of organization. This 
permits us to speak of a common 
environment, using it as a model to 
examine the character of current 
systems. 

Current systems are characterized 
by specialization—a concept adopted 
in paperwork because it is said to 
afford the same advantages as were 
produced by its application to man- 
ufacturing processes, and also be- 
cause it provides control techniques 
through the division of labor. Spe- 
cialization arises in paperwork in 
various ways. As machines of rela- 
tively modest ability are introduced, 
a few functions are mechanized, 
whereupon it becomes convenient to 
create departmental lines on the 
basis of adaptation to machinery. 
Other functions, not adapted to ma- 
chine techniques, now acquire spe- 
cial status as “‘exceptions’’ because 
they were related to tasks that can 
be performed on machines. This 
may also be the basis for further de- 
partmentalization of the data proc- 
essing effort. Aside from the influ- 
ences of mechanization, we also 
know that specialization promotes 
the use of several files, as opposed 
to the consolidation of files, and the 
maintenance of files is frequently 
the rationalization for setting up 
additional units in the paperwork 
hierarchy. 
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In summary, there are various de- 
mands for specialization in data 
processing now, resulting from a de- 
sire to optimize the use of human 
abilities, the requirements of con- 
trol, the scope and nature of equip- 
ment skills, the exception require- 
ments and, finally, the isolation of 
activities which involve the exercise 
of that vague thing we call “‘judg- 
ment.” All of these taken together 
produce data processing as we know 
it—many separate entities empha- 
sizing specialization. In effect, it is 
a body with many organs knitted 
together by intricate communica- 
tion and coordination requirements. 

Electronics is changing this en- 
vironment significantly. In so do- 
ing, there is an implication that 
present methods are inefficient at 
least by contrast to new methods. 
Therefore, we should inquire into 
the disadvantages of contemporary 
data handling systems. In general, 
the following points set forth the 
problems: 

1. Theexisting techniquesemphasize com- 
munication and coordination skills. It is a 
continuing struggle to make people really 
effective in this area. 


2. The natural tendency of current sys- 
tems is to store excess data. 


3. The logical consequence of too much 
data is redundancy in data handling. 


Communication: 


Inherent in any system of speciali- 
zation is the necessity for good com- 
munication. By breaking an object 
down into many parts, there is cre- 
ated a need for cooperation, and 





lines of communication must be es- 
tablished to facilitate this need. 
This is the payment required for 
dividing the system up in the first 
place; resources, including people, 
must be devoted to the communica- 
tion effort thereby creating separate 
policy making and control problems 
as well. 


Coordination: 


Closely related to the problem of 
communication is the problem of 
coordination. Some might say that 
there should not be a differentiation 
between the two. The two prob- 
lems are stated separately here to 
emphasize that the expenditure of 
time and effort and the use of facili- 
ties to set up lines of communication 
do not automatically guarantee 
their effective use. Coordination is 
the mark of effective use; it is a 
harmonizing of the various parts 
based upon the way in which the 
organization uses both formal and 
informal lines of communication. 
Present environments call for in- 
creasing attention to problems of 
communication and coordination as 
more and more parts are put to- 
gether to do a job. 


Excess Data and Redundancy in 
Data Handling: 


The present environment involves 
certain redundancies. In the proc- 
ess of handling data you cannot get 
away from the fact that separate 
departments doing various parts of 
a paperwork job orient themselves 
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around duplications in file data. 
These departments must overlap in 
the storage of information and it 
follows that they tend to overlap 
in the handling of information. At 
first glance, this may not seem to be 
very important. But if there is a 
dedication to optimization of infor- 
mation handling systems, as the 
way in which the most economical 
and most efficient system is finally 
achieved, it is necessary to recognize 
that these redundancies are disad- 
vantages. More data than are 
needed are stored which results in- 
evitably inexcess processing activity. 


PHASE I—INTEGRATING 
DEPARTMENTAL OPERATIONS 


How does electronic data process- 
ing surmount the problems that 
have just been described? What are 
the problems that surround the 
methods now available? 

The introduction of electronic 
systems shifts the emphasis from 
specialization to versatility. With 
electronics it is no longer necessary 
for the organization to be geared to 
specialization. From where does 
this versatility flow? It flows from 
the fact that having once planned 
out the system the job may be 
turned over to a “clerk’”’ of extraor- 
dinary versatility—the electronic 
machine. It is indifferent as to 
whether it is asked to do one job or 
another. It knows how to do every- 
thing, that is, all of the jobs that 
have been planned for it. As a re- 
sult, to the extent that it has been 





possible to set up many different 
activities for it, we find that it is 
now possible to surmount depart- 
mental barriers. Versatility there- 
fore replaces specialization; internal 
communication and coordination 
becomes largely automatic. 

Unless it is decided to erect a pro- 
cedural system with certain redun- 
dancies, we will, in general, avoid 
the redundancies of storage, the re- 
dundancies of processing, and the 
redundancies of idle capacity which 
are encountered in existing systems. 
Therefore, the fundamental premise 
that the electronic machine is like a 
clerk who can be asked to do any- 
thing, is tantamount to having su- 
perb talent in the office capable of 
handling any task which might come 
along. 

This is a glamorous description 
and paints a rosy picture with re- 
spect to the skills of electronic equip- 
ment. The reader would be misled 
if it were not qualified. Computing 
machines do not absorb sectors of 
data processing activity overnight 
and the transition process itself is 
frequently a difficult period. 

By way of summary then, the 
first phase of an evolution in paper- 
work methods is the integration of 
diverse elements in the current sys- 
tems. 


PHASE II—CAPTURING 
TRANSACTION DATA 


It is convenient to think of the 
second phase as a separate segment 
in the information handling process, 
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although it overlaps the first, and 
to refer to it as the process of includ- 
ing or automating the data-creating 
event. 

In the last few years much con- 
sideration has been given to the way 
in which a transaction is handled at 
the time it occurs. This surge of in- 
terest in the transaction process has 
been emphasized by the tremendous 
speed of electronics. In addition, 
the introduction of electronics and 
the parallel development of a ‘“‘sci- 
entific” approach to business prob- 
lems has required an extension of an 
operations-research type of thinking 
to the transaction. Perhaps we are 
more concerned at the present time 
with handling source data better for 
no other reason than the fact that 
the whole problem is being viewed 
with a much greater interest in 
optimization. 

To best view the present and fu- 
ture possibilities, the transaction re- 
cording process should be classified 
into two areas. One area deals with 
transactions which are internal to 
the data processing system; the 
other is external and pertains to the 
outside world, involving more than 
one data processing system. 


Internal Transactions: 


The interesting thing about inter- 
nal transactions is that they are, or 
can be, the consequence of directed 
activity. They result because man- 
agement has made decisions to do 
certain things and are, therefore, 
part of a loop whose elements in- 


clude planning activities, the execu- 
tion of these activities, the recording 
of results and the interpreting of 
results. The transaction process 
then, in connection with internal 
events, is part of a loop. 

This loop is capable of being 
closed, because the presence of 
EDP stimulates the development 
of computer applications which for- 
mulate plans to direct internal ac- 
tivities. For example, in a manu- 
facturing activity, orders can be ex- 
ploded into labor, material and tool 
requirements; requirements can be 
screened against available resources 
and schedules set up to load ma- 
chines according to some optimizing 
concept. These plans are outputs of 
a system which will process the data 
produced by execution of the plans. 
Therefore, the directions can be set 
up to produce, as fixed data, part 
of the content of the forthcoming 
transaction. 

In principle, this skill has also 
existed with cards. Now, however, 
some of the data previously consid- 
ered variabie becomes known in ad- 
vance because of the availability of 
better tools to forecast operations. 

In addition, the ability to record 
variable data in machine language 
when the event is initially recorded 
is improving in several respects. The 
operator of a machine or of a process 
creating transaction data will be 
able to insert these variable data 
himself instead of relaying informa- 
tion to human processors. Further- 
more, various measurements needed 
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to develop variable data about the 
event will be made by the trans- 
action recorder itself. The conse- 
quence of these developments is 
EDP direction of internal activi- 
ties via documents or other media 
containing coded data, and the col- 
lection of transaction data by re- 
corders producing inputs which can 
be read automatically by the 
EDPM. This is sketched in a gen- 
eral way by Chart I. 

Noting that the primary reason 
for recording transaction data is to 
permit comparison with projections 
(projections plus or minus variances 
= actuals), one can foresee the day 
when the transaction device itself 
will have variance detecting skill. 
Then the “no-variance” events 
might report themselves by absence. 
This development will occur when 
it is cheaper to give many input 
devices a skill—namely, variance de- 
tection—usually performed by the 
central processing machine. An im- 
portant cost factor in reaching this 
position will be the saving gained 
by being able to ignore the “no- 
variance” events. 

The assumption of normalcy via 
the absence of data also requires 
some technique for insuring that ab- 
sence assumptions are based upon 
activity. Naturally the entire hy- 
pothesis is suspect if the system can- 
not differentiate between an absence 
of data due to events occurring as 





1]t will be able to tell how the actual 
event differed from the planned event. 


expected and the absence of data 
due to the fact that no events have 
occurred. 

The variance-detection philoso- 
phy certainly does not apply to all 
types of events. It may be neces- 
sary to report certain “‘no-variance” 
events anyway. (As an example, 
payroll preparation might create that 
necessity.) In addition, there are 
transactions that do not involve a 
variance philosophy. 


External Events: 


Automation of external events— 
where an outsider is involved—is 
getting a great deal of attention too. 
It differs from the previous class, 
the internal events, because its oc- 
currence is not directed by the data 
processing system at hand. Accord- 
ingly, its information content does 
not contain data which can be known 
in advance. Developments in this 
realm must concentrate on adapta- 
tions to the transaction environ- 
ment. This can be done in a number 
of ways. In retail establishments, 
for example, we cannot predict spe- 
cific transaction data but we can 
predict that classes of merchandise 
and types of customers will be in- 
volved. This influences the design 
of sophisticated methods for accept- 
ing variable data? via such things as 
garment tags and charge plates. In- 
cidentally, such approaches to fast 





2 Data which can be put in some known 
form before the event but cannot be associ- 
ated in advance with a particular event. 
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CHART I 


Closing the Loop on Internal Transaction Data 
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insertion of variable data apply to 
internal techniques as well. 

Two other phases of the data 
processing future arise out of de- 
velopments in automating the trans- 
action situation. They can be con- 
sidered outgrowths of Phase II. 
However, they seem to be impor- 
tant enough by themselves to war- 
rant separate categorization and 
they are described below as Phases 
III and IV. 


PHASE III—MARRYING EDPM AND 
AUTOMATION—CLOSING THE 
INTERNAL LOOP 


Previous observations about plan- 
ning operations, exploiting known 
data, and the sophisticated collection 
of variable data are radically affected 
by the presence of automatic direc- 
tion and control of the machines 
themselves. Here, by machines, we 
mean devices which transform or 
alter materials and not the data 
processors. Automation is the term 
usually used to describe this devel- 
opment even though it can also be 
used in a generic sense to include 
EDPM. It is used here to apply 
to the former only. Accordingly, 
one can refer to a marriage between 
EDPM and automation. 

Joining EDPM and automation 
has intriguing aspects. Histori- 
cally data collection to accomplish 
basic accounting activity has been 
based upon the recording of ail 
transaction data. Of course, we 
have had excellent reasons for col- 
lecting actuals. First of all, there 


may be no projections as to what 
ought to happen, in which case 
nothing is known in advance and 
actuals are all we have. In the sec- 
ond instance, there are projections 
but they are variance-dominated 
because most of the actual events 
do not occur in the form in which 
they were predicted. In this situ- 
ation the variance or disturbance 
conditions are of great concern from 
a managerial viewpoint and empha- 
sis must be directed toward tech- 
niques which process all of the input 
data. In either instance actuals are 
collected because we have no idea 
what will happen or insufficient con- 
fidence in imperfect forecasts. 

Now, however, we can predict 
with greater confidence. Internal 
events can be directed and will in 
general occur as specified because 
the principal disturbance pro- 
ducer is man himself and he is play- 
ing a less direct role. If projections 
are made which themselves direct 
machines, there should eventually be 
an appreciable reduction in disturb- 
ances, if not a disturbance-free sys- 
tem. This sets up the interesting 
possibility that some accounting 
areas will be geared to the condition 
that variances are exceptions rather 
than the rule. 

The transaction recorders now in 
development and referred to in 
Phase II will survive, if at all, modi- 
fied to communicate directly with 
controlled machines. They will be 
intermediaries between machines 
and data processors, whereas now 
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men and recorders are involved. If 
cost considerations permit, the au- 
tomated machines can go on-line 
with the data processing unit itself 
and bypass the local recorders we 
have been talking about. 

As these developments occur, we 
will have shifted away from lack of 
knowledge of actuals to accurate 
prediction. This means that the 
data collection process can be based 
upon the exception principle.* The 
logical development will be to have 
these controlled machines produce 
exception data only and all actuals 
will be collected by assumption at 
the time of prediction. In such an 
“assumption system”’ the basic data 
about operations are known when pro- 
jections are made and the data proc- 
essing system is liberated from the 
scheduling complications created by 
conventional transaction collection. 

These possibilities are shown in 
Chart II (Page 82). 

By way of concluding remarks 
about this phase, two qualifying ob- 
servations are in order. The rate of 
approach to this super-exception sys- 
tem is anybody’s guess and its ap- 
plicability is limited to predictable 
events. 


PHASE IV—CLOSING THE 
EXTERNAL LOOP 


The important barrier to complete 
automation of external transactions 1s 


3 As we currently know it, the exception 
approach applies primarily to the evaluation 
of data. It has not been significant in the 
collection of data. The latter possibility is 
being stressed now. 


the legal separation of transacting 
entities. 

When two divisions of the same 
organization operate at arm’s length 
with each other—as when one pur- 
chases from the other—a higher au- 
thority (corporate management), 
can, if it desires, insist upon stand- 
ardization in communication. 
Such standardization permits auto- 
matic handling of externally gen- - 
erated inputs if both systems are 
set up electronically. However, if 
the two divisions were truly sepa- 
rate legally—two separate compa- 
nies—the higher authority wouldn’t 
exist and neither would standardi- 
zation. Legal barriers oppose the 
use of compatible equipment and 
the achievement of standardization 
in data organization is made more 
difficult when separate legal entities 
are involved. 

EDP, however, spotlights tim- 
ing and storage inefficiencies in 
traditional input-output techniques. 
Why go from magnetic tape to paper 
or cards and then back to magnetic 
tape if it can be avoided? Now 
there is a greater incentive to sub- 
stitute cooperation for the corporate 
authority of the divisional example, 
so that data can be moved between 
separate processing entities without 
aconversion from machine language. 

There are examples of such de- 
velopments. A military inventory 
activity, in its relationship to a large 
commercial supplier, contemplates 
the movement of magnetic tape in 
lieu of hard copy. Note also, the 
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CHART II 


Marrying EDPM and Automation 
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recently announced willingness of 
the U.S. Treasury to accept W-2 
quarterly payroll data on magnetic 
tape from certain EDPM systems. 
How much of this automatic com- 
munication we will see is hard to 
say; nor can we predict the rate at 
which it will develop. I think we 
can confidently expect a good 
deal. 

Closing the external loop has an- 
other facet. It has always been evi- 
dent that clearing houses, by ex- 
ploiting an offset principle, can dras- 
tically reduce the number of han- 
dlings of a particular transaction. 
This is a potential we are just be- 
ginning to exploit by broadening the 
applicability of clearing house tech- 
nique. As certain institutions, par- 
ticularly banks which are already 
data processing middlemen, acquire 
the new tools, they can undertake 
to perform other ‘non-banking”’ 
type activities. It isn’t out of the 
question to visualize banks being as 
vitally concerned with data pro- 
cessing service as they are with 
financial affairs. Tendencies toward 
sharing of EDPM capacity will also 
stimulate the use of clearing house 
techniques. 


Not to be ignored in this discus- 
sion is the technique of standardiz- 
ing input by putting your owntrans- 
action device in the customer’s of- 
fice. This approach got a real push 
with the development of the equip- 
ment used by Western Union to 
eliminate the messenger boy. Now 
we see it extended to sending tick- 
ets, reservations, etc. A logical ex- 
tension, subject to cost factors, will 
occur when the information being 
sent can be read automatically. 

CONCLUSION 

Taking as a universe all of our 
business activity, it is apparent that 
redundancies and inefficiencies exist 
throughout the system because of 
opposition toward standardization 
and the use of techniques which em- 
phasize integration rather than sep- 
aration. Some of these problems 
exist because of higher-priority con- 
siderations. (We could hardly pro- 
mote mergers and consolidations be- 
cause it would improve standardi- 
zation in information handling!) 
Nevertheless, the widespread adop- 
tion of electronic techniques cannot 
do less than modify the current 
structure of data processing. 
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Editorials 


Announcing Montgomery’s Federal Taxes, 37th Edition 


The Firm is pleased to announce the publication of the 37th Edition 
of MONTGOMERY'S FEDERAL TAXES by The Ronald Press Company 
(New York). The book is the work of 13 partners and 43 staff members, 
many of whom are recognized authorities in particular fields of taxation. 
The preparation of the book took approximately one year. Source material 
and practical experience of all the Firm’s offices has been drawn upon. 

The new edition contains a concise, authoritative, restatement of 
the law. Since the 36th Edition was published in 1955, the Treasury 
and the Courts have further clarified the 1954 Code. The Technical 
Amendments Act of 1958 and the Small Business Tax Revision Act of 
1958 are covered and the various tax saving possibilities they offer are 
explored. A cross-reference table facilitates a review of the new law 
in relation to provisions already established by the 1954 Code. 

The major changes in the 37th Edition include the addition of citations 
of cases, and rulings and expanded coverage of rules relating to personal 
income taxation, estates and trusts and estate and gift taxes. 

For nearly half a century (the first edition was published in 1917) 
MONTGOMERY’S FEDERAL TAXES has maintained its position as a leading 
text in the field of federal taxation. 





George R. Drabenstadt 


We regret to report the death on 
July 27 of George R. Drabenstadt. 
He was 75 years of age and had been 
confined to his home in Maytown, 
Lancaster County, Pennsylvania, 
for the past several years. 

Mr. Drabenstadt was born in Mt. 
Joy, Pennsylvania, on January 12, 
1883 and was a graduate of the 
Pennsylvania State Teachers Col- 
lege and the Wharton School of Fi- 
nance and Commerce of the Uni- 
versity of Pennsylvania. He taught 
at schools in Lancaster County for 
three years before joining the staff 


of the Philadelphia office in 1913. 
He became a partner in 1929 in 
charge of staff personnel. 

Mr. Drabenstadt was a member 
of the Pennsylvania State Board of 
Examiners of Public Accountants 
from 1941 to 1954 and served for 
six years as Chairman of the Board. 
He was a member of the Pennsyl- 
vania Institute of Certified Public 
Accountants, the American Insti- 
tute of Certified Public Accountants 
and the National Association of Ac- 
countants. He is survived by a 
nephew, Captain G. Donald Arntz, 
U.S. Navy. 
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Speaker 


Howard L. Swiger, 
Rockford 

Louie M. Bradley, 
Los Angeles 


1 J. Walker Voris, 


Los Angeles 


David E. Lajoie, 
Dallas 

Glenn E. Wabel, 
Chicago 

Harry C. Zug, 
Philadelphia 

Martin J. Hanlon, 
San Francisco 


John Dudenhoffer, 
St. Louis 


Harry C. Zug, 
Philadelphia 


James J. Mahon, Jr., 
Philadelphia 
Claude R. Giles, 
San Francisco 
Lambert H. Spronck, 
San Francisco 


Demars B. Paquin, 
Chicago 


Herman Stuetzer, Jr., 
Boston 

Donald V. Brondyke, 
Detroit 


Alvin R. Jennings, 
New York 


dames E. Gelbert, 
Pittsburgh 


John W. Heastings, 
Pittsburgh 
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Speaking Engagements 


Organization 
Kiwanis Club, Geneseo, Illinois 


California Society of C.P.A.s, 
Los Angeles Chapter, Technical 
Discussion Luncheon 

City of Los Angeles, City Hall, 
E.D.P. Executive Conference 


Optimist Club, Garland, Texas 


Associated Industrial Photographic 
Dealers of America, Chicago 

Pennsylvania Institute of C.P.A.s, 
Harrisburg Chapter 

Commonwealth Club of California, 
Business Economics Section, 
San Francisco 

Logan College, St. Louis 


Pennsylvania Institute of C.P.A.s, 
Accounting Study Conference, 
Pennsylvania State University 


American Management Association 
Seminar, Colgate University 

California Society of C.P.A.s, 
San Joaquin Chapter 

American Public Power Associa- 
tion, Annual Accounting and 
Finance Workshop, Seattle 

The Beauty and Barbers’ Supply 
Institute, Annual Conference, 
Chicago 

Colby College, Fifth Annual Federal 
Tax Institute, Waterville, Maine 

National Association of Educa- 
tional Broadcasters in conjunc- 
tion with the Educational Tele- 
vision and Radio Center, ETV 
Management Seminar, Univer- 
sity of Wisconsin 

American Accounting Association, 
Annual Convention, Syracuse 
University 

Tax Executives Institute, 
Thirteenth Annual Conference, 
White Sulphur Springs, W. Va. 


Forest Hills Rotary Club 


Topic 


Services Performed by Certified 
Public Accountants 

New Developments in Municipal 
Accounting and Auditing 


Introduction to Electronic Data 
Processing 

Proposed Procedure 
Licenses and Fees 





Permits, 
Estate Planning 


Cost Reduction Through Cost 
Accounting 

Current Activities of the Penn- 
sylvania Institute of C.P.A.s 

Impact of Proposition 17 on the 
Individual Taxpayer, as Viewed 
by a Tax Practitioner 

Business Procedures 


Discussion of Importance of Re- 
search in Expressing Opinions 
as to Generally Accepted Ac- 
counting Principles 

Effect of State and Local Taxes 
On Industry Location 


Qualifications in Audit Reports 


The Advisability of Management 
Services 


Inventory Control for Small 
Businesses 


Valuation of Stock of Closely 
Held Corporations 

Accounting Manual Written for 
the Educational Television and 
Radio Center 


Accounting Research 


Corporate Mergers and 
Acquisitions 


Chances of Having Your Tax 
Return Examined 
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Date 
Sept. 


10 


11 


11 


16 


16 


17 


17 


18 


26 


26 


27 


Speaker 


James E. Meredith, Jr., 
Philadelphia 

Claude R. Giles, 
San Francisco 

Godfrey W. Welsch, 
Dallas 

James E. Gelbert, 
Pittsburgh 

Claude R. Giles, 
San Francisco 

Harry C. Zug, 
Philadelphia 

Godfrey W. Welsch, 
Dallas 

Herman C. Heiser, 
E.D.P.D. 


John W. Heastings, 
Pittsburgh 

Claude R. Giles, 
San Francisco 


Herman C. Heiser, 
E.D.P.D. 

Claude R. Giles, 
San Francisco 

John J. Fox, 
Detroit 


Thomas W. McKibben, 


Tulsa 


Joseph J. Hyde, 
San Francisco 


Alvin R. Jennings, 
New York 

William T. Barnes, 
Washington 

Demars B. Paquin, 
Chicago 

Louis S. Sorbo, 
Louisville 


Philip L. Defliese, 
New York 


Mark E. Richardson, 
New York 


Godfrey W. Welsch, 
Dallas 


James E. Gelbert, 
Pittsburgh 


Do 
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Organization 


N.A.A. Chattahoochee Valley 
Chapter 

California Society of C.P.A.s, 
Los Angeles Chapter 

Petroleum Accountants Society of 
Fort Worth 

The Pittsburgh Tax Club 


California Society of C.P.A.s, 
Citrus Belt Chapter 

Pennsylvania Institute of C.P.A.s, 
Northwestern Chapter 

First National Bank in Dallas 


N.A.A., Phoenix Chapter 


Pennsylvania Home Builders 
Association, Annual Meeting 

California Society of C.P.A.s, 
San Diego and Long Beach 
Chapters (jointly ) 

N.A.A., Los Angeles Chapter 


California Society of C.P.A.s, 
East Bay Chapter 

American Management Association 
Seminar, Chicago 

Graphic Arts Guild, Tulsa 


California Society of Certified 
Public Accountants, 
Bakersfield Chapter 


Virginia Society of C.P.A.s 


Texas Society of C.P.A.s, 
Tax Institute, Houston 
National Machine Accountants 
Association, Oshkosh, Wisconsin 
Tax Executives Institute, 
Louisville 


State University of Iowa, College 
of Commerce and Iowa Society 
of C.P.A.s, Fifth Annual Tax 
and Accounting Seminar 

Tennessee Society of C.P.A.s, The 
Bar Association of Tennessee 
and The University of Tennes- 
see, 9th Annual Institute on 
Federal Taxation, Memphis 

American Mining Congress, 

San Francisco 

The Robert Morris School Tax 

Forum 


Do 





Topic 
Organization for Systems Study 
Qualifications in Audit Reports 


Current Developments in Oil and 
Gas 
Current Events 


Qualifications in Audit Reports 


Current Activities of the Penn- 
sylvania Institute of C.P.A.s 
The Marital Deduction 


Application of Electronic Com- 
puters to the Solution of Busi- 
ness Problems 

Tax Benefits to the Home 
Builders 


Qualifications in Audit Reports 


The Scientific Solution to 
Management’s Problems 


Qualifications in Audit Reports 
Make or Buy Decisions 


Recent Changes in Accounting and 
Tax Concepts Affecting the 
Printing Industry 

Changing Complexion of Taxation 
of Small Business 


Discussion of A.I.C.P.A. Matters 


Tax Exempt Corporations and 
Trusts 

Building the Machine 
Accountant’s Future 

Highlights of the Technical Amend- 
ment Act and Small Business 
Revision Act of 1958 

Minimum Audit Procedures Where 
Internal Control Is Less than 
Adequate 


Significant Tax Highlights of the 
Past Year 


The Net Income from the 
Property 

Business Deductions Under the 
Technical Changes Act of 1958 


Small Business Corporations 
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Notes 


International Firm 


Mr. David C. Hobson, a London 
partner of Coopers & Lybrand, vis- 
ited the New York office during 
August. 

A number of partners from the 
Canadian and Mexican associates 
of Coopers & Lybrand plan to at- 
tend the annual meeting of the 
American Institute of C. P. A.s in 
October. 


Baltimore Office 
Mr. A. R. Ransom, Jr. is serving 
as Director and Chairman of the 
Budget Committee of the Baltimore 


Chapter of Systems and Procedures 
Association. 


Birmingham Office 


Mr. J. Henry Owen is serving on 
the Committee on Accounting and 
Auditing Procedure of the Alabama 
Society of Certified Public Account- 
ants. 

Mr. John F. Silton passed the 
Alabama C.P.A. examination in 
May, 1958. 


Boston Office 


Mr. Higbee is a member of the 
Accounting and Auditing Procedure 
Committee of the Massachusetts 
Society of Certified Public Account- 
ants, Inc. for the current year. 

At the Fifth Annual Federal Tax 
Institute at Colby College on Au- 
gust 21, 1958, Mr. Stuetzer partici- 


pated in an estate planning skit and 
also acted as Chairman of a discus- 
sion group. On September 13, 1958, 
he participated in panel discussions 
at the Annual Federal Tax Forum 
at Northeastern: University. 

Mr. Vincent R. Collins is a mem- 
ber of the Contact Club of the 
Greater Boston Chamber of Com- 
merce. He is also a member of the 
Membership Committee of the Mas- 
sachusetts Society of Certified Pub- 
lic Accountants, Inc. 

Mr. J. Paul Finnegan is serving 
as Chairman of the Federal Tax 
Legislation Subcommittee of the 
Massachusetts Society of Certified 
Public Accountants, Inc. for the 
year 1958-59. 

Mr. Robert S. Lappin has been 
elected to membership in the Boston 
Tax Council. 

Mr. Kendall B. Murray is teach- 
ing “Fund Accounting” and “Fi- 
nancial and Administrative Ac- 
counting” at Northeastern Univer- 
sity. In addition, he was recently 
reappointed to the Wills and Be- 
quests Committee of the University 
of New Hampshire Alumni Associ- 
ation. 

Mr. James Neely, Jr. has been 
appointed to the Public Relations 
Committee of the Massachusetts 
Society of Certified Public Account- 
ants, Inc. for the year 1958-59. He 
has also been appointed District 
Director in the Town of Milton for 
the 1959 Drive of the United Fund. 
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Chicago Office 


On September 10, 1958, Mr. 
Tinkham acted as Discussion Leader 
on ‘‘What Should the C. P. A. Be 
Doing in Management Consulting 
Work” at an Advanced Profes- 
sional Study Conference sponsored 
by the Illinois Society of Certified 
Public Accountants and Northwest- 
ern University. 

The following staff men have been 
awarded C. P. A. certificates in the 
State of Illinois: 

William S. Cabaj, Jr. 
Paul W. Meloy 
Clinton A. Prust 


Cincinnati Office 


Mr. Waterfield presided at the 
tax session at the Golden Anniver- 
sary Meeting of the Ohio Society of 
Certified Public Accountants. 

Mr. Raymond J. Leisner is serv- 
ing as Treasurer of the Cincinnati 
Chapter of Systems and Procedures 
Association of America for 1958-59. 

Mr. Norman J. Lew is serving as 
a member of the Board of Directors 
of the Glencoe Civic Association. 

The following members of the 
Cincinnati staff have successfully 
passed the Ohio C. P. A. examina- 
tion: 

Robert C. Gray 


John T. Gallagher 
Jerome E. Kennedy 








Dallas Office 


Mr. Welsch attended the Ameri- 
can Mining Congress in San Fran- 
cisco on September 20-27, 1958. 


Mr. James R. Clark is serving as 
a member of the Professional Ethics’ 
Subcommittee on Independence of 
the Texas Society of Certified Public 
Accountants and also as a member 
of the Newsletter Commitee of the 
Dallas Chapter. 

Mr. Stanley C. Simon has been 
appointed to the Committee on Tax- 
ation of the Dallas Chapter of the 
Texas Society of Certified Public 
Accountants. 

Mr. John B. Cunningham was 
recently awarded his C. P. A. cer- 
tificate. 

Detroit Office 

Mr. Paul H. Ammann has been 
elected to membership in the De- 
troit Chapter of the National As- 
sociation of Accountants. 

The following staff men have re- 
cently been awarded C. P. A. cer- 
tificates: 

Jerome Y. Halperin 
Douglas A. Jackson 
Adolf H. Magnus 


Richard G. Mosteller 
Gordon A. Nethercut 


The following members of our 
staff recently passed the May, 1958 
C. P. A. examination and received 
Certificates of Examination: 

Lawrence R. Doyle 


Clare R. Hagen 
Warren Wintrub 


Hesvlosd Office 





Mr. Richard L. Denney has be- 
come a member of the Greater Hart- 
ford Junior Chamber of Commerce. 
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Mr. Andrew Karpuk was elected 
to membership in the Hartford 
Chapter of the National Association 
of Accountants. 


Los Angeles Office 


On August 20, 1958, Mr. Bowles 
was Chairman of the afternoon ses- 
sion on ‘‘Accounting Principles’ at 
the Tenth Annual Graduate Ac- 
counting Study Conference at Clare- 
mont Men’s College. On Septem- 
ber 8, he was Chairman of a dinner 
meeting of the Los Angeles Chapter 
of the California Society of Certified 
Public Accountants and on Septem- 
ber 16, he was Chairman of a dinner 
meeting of the National Association 
of Accountants, Los Angeles 
Chapter. 

Mr. Edwin B. Cassidy has been 
appointed to a three-man Board by 
the American Arbitration Society. 

Mr. John Everett Morris is a 
member of the Parents Committee 
of Stanford University for 1958-59. 

Mr. Richard W. Russell is Chair- 
man of the Arrangements Subcom- 
mittee of the Downtown Luncheon 
Committee of the Harvard Business 
School Association of Southern Cali- 
fornia. 


Louisville Office 
Mr. Glore has been elected Di- 
rector and Treasurer of The Crows 
for a one-year term. 


New York Office 


Mr. Auerbach attended the Ameri- 
can Mining Congress in San Fran- 
cisco, September 22-25, 1958. 


Mr. Knoll has again accepted the 
Chairmanship of the Accountants 
Division for the 1958 campaign of 
The Arthritis and Rheumatism 
Foundation, New York State 
Chapter. 

Mr. Richardson served on a com- 
mittee which arranged a testimonial 
dinner in honor of retiring Commis- 
sioner of Internal Revenue, Russell 
C. Harrington. Mr. Richardson is 
also serving on the Accountants’ 
Committee of the Police Athletic 
League for 1958-59. 

Mr. Simon is serving as a member 
of the Advisory Subcommittee on 
Labor and Industry of the Joint 
Legislative Committee of the State 
of New York, as a representative of 
the American Institute of Certified 
Public Accountants. 

Mr. Raymond G. Ankers partici- 
pated in a program on ‘“‘Advance- 
ment and Promotion of Job Security 
for Accountants in Industry,” spon- 
sored by the Long Island Chapter 
of the National Association of Ac- 
countants. 

Mr. Henry E. Magnusen, Jr. is 
serving on the Committee on Au- 
diting and Accounting Procedures 
and the Committee on Cost Ac- 
counting and Inventory Methods of 
the Nassau-Suffolk Chapter of the 
New York State Society of Certified 
Public Accountants. 

The following staff men have suc- 
cessfully passed the May, 1958 
C. P. A. examinations: 

John A. Rubsam 
Gilbert A. Simpkins 
Dean H. Terwilliger 
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Philadelphia Office 


On September 18, 1958, Mr. 
Hewitt acted as Chairman of a tech- 
nical session sponsored by the Na- 
tional Association of Accountants. 

Mr. Mahon is serving as Vice 
President and Chairman of the Ex- 
ecutive Committee of the Chamber 
of Commerce of Greater Philadel- 
phia. 

Mr. Petty is serving as Chairman 
of the Accountants’ Group for the 
1959 Campaign of the United Fund 
in Philadelphia and vicinity. In ad- 
dition, he is teaching accounting at 
Philadelphia College of Bible. 

Mr. Frederick Martin is Chair- 
man of the Accounting Procedures 
and Auditing Review Committee for 
the United Fund 1959 Campaign 
in Philadelphia and vicinity. 

The following members of the ac- 
counting staff have recently retired: 

Leslie A. Carfrey. . .. April 30, 1958 

Harvey I. Sohner....May 31, 1958 

Lewis L. Tanguy. ....September 30, 1958 
The members of the Quarter Cen- 
tury Club, as well as other associ- 
ates who have worked with Les, 
Harvey and Lew, arranged for suit- 
able gifts which were presented to 
each at the time of his retirement. 





Pittsburgh Office 


Mr. Kulzer presented the audit 
report of the Grand Aerie, Fraternal 
Order of Eagles at their convention 
in Chicago. 

In addition to appointments re- 
ported in the previous issue, the fol- 


lowing partners and staff men are 
serving as officers or on committees 
of the Pennsylvania Institute of 
Certified Public Accountants: 


Council—Ralph P. Kulzer 


State Committees 
Chapter Operations—Ralph P. Kulzer 
Cooperation with Bankers—Ralph P. Kulzer 
Education—Joseph P. Wallace 
Group Insurance—Kenneth P. Johnson 
Legislation—George C. Rattelman 
Management Services—Joseph F. 
McCarthy, Jr. 
Membership (Pittsburgh Chapter Sub- 
Committee)—Edward B. Hastings 
Trustee of Pennsylvania Institute Insur- 
ance Trust—Joseph W. Bower 


Pittsburgh Chapter 


Annual Accounting Symposium—Joseph P. 
Wallace 

Cooperation with High School Principals 
and Counselors—George C. Rattelman 

Hospital Accounting and Auditing (Chair- 
man)—A. Duncan Bruce 

Junior Achievement of Pittsburgh—Harry 
D. Hyatt, Jr. 

Tax Technical Sessions—John W. Heastings 


Rockford Office 


Mr. Myers is serving as Treasurer 
of the Rockford Rotary Club for 
1958-59. 

The following members of our 
staff passed the May, 1958 C. P. A. 
examination in Illinois: 

Theron R. Beeson 


Jack C. Bridges 
Donald C. Rieck 


San Francisco Office 


Mr. Huss is a member of the Cali- 
fornia State Chamber of Commerce, 
Central Coast Tax Committee. He 
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jsalso a member of the Report Writ- 
ing Committee of the Common- 
wealth Club of California Business 
Economics Section. On August 20- 
22, 1958, he acted as Discussion 
Leader for the Graduate Accounting 
Study Conference at Claremont 
College. 

Mr. Martin J. Hanlon is serving 
as Director and member of the F1- 
nance Committee of the St. Francis 
Homes Association. 

Mr. C. John McDowell is serving 
as Associate Director of Member- 
ship of the Peninsula-San Jose Chap- 
ter of the National Association of 
Accountants. 


Seattle Chapter 


Mr. Barry K. Kittoe is serving as 
Chairman of the History Committee 
of the Washington Society of Cer- 
tified Public Accountants. 


Tulsa Office 


Mr. McKibben has been ap- 
pointed to the Attendance Com- 
mittee for the 1959 Southern States 





Conference of C. P. A.s. 

Mr. H. F. Holden has been ap- 
pointed to the Board of Directors 
of the Junior Chamber of Com- 
merce. 

On September 3, 1958, Mr. Paul 
S. Lovoi participated in a panel dis- 
cussion on “Economics of Account- 
ing Practice in Tulsa,”’ sponsored by 
the Tulsa Chapter of the Oklahoma 
Society of Certified Public Account- 
ants. 

The following members of our 
staff are serving on committees of 
the Oklahoma Society of Certified 
Public Accountants: 


State Committees 
Constitution and By-Laws—M. H. Fellers 
Education—L. E. Hoffman 
Tulsa Chapter 


Education—L. E. Hoffman 
Fall Outing (Chairman)—C. H. Catlin 


Washington Office 


Mr. Yager attended the American 
Mining Congress 1958 Mining Show 
held in San Francisco on September 
22-25, 1958. 
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Lybrand, Ross Bros. & Montgomery 


Offices 


Cities Addresses 
BALTIMORE 2 First National Bank Building 
BIRMINGHAM 3 First National Building 
Boston 10 .... . . . 80 Federal Street 
Cuicaco4 .... ... . Board of Trade Building 
CINCINNATI2 . . . . . . Carew Tower 
CLEVELAND 14. . . . . . Union Commerce Building 
DALLAS 2. . First National Bank Building 
DETROIT 26... . . Book Building 
HARTFORD 3... .. . . 37 Lewis Street 
HoustoN2 .... . . . 1114 Texas Avenue 
Los ANGELES 13 510 South Spring Street 
LOUISVILLE 2 . . . . . Heyburn Building 
NEw YORK4 .. . . . 90 Broad Street 

Packard Building 

Oliver Building 

119 North Church Street 
SAINT Louis1... . .. . 411 North Seventh Street 
SAN Francisco 4. . . . . 100 Bush Street 
SEATTLE 1 Skinner Building 

. 310 Philtower Building 

WASHINGTON 5 Investment Building 


Coopers & Lybrand 


in areas of the world 
outside the United States 
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£4. Journal 
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Published by Lybrand, Ross Bros. & Montgomery, for distribution to members 
S 


and employees of the firm. 


The purpose of this journal is to communicate to every member of the staff and office 
plans and accomplishments of the firm; to provide a medium for the exchange of 


stions and ideas for improvements; to encourage and maintain a proper spirit 





of cooperation and interest, and to heip in the solution of common problems. 
PARTNERS 


LLIAM M. LYBRAND T. Enwarp Ross 





“LARENCE H. AHSLER . ; . New York RMAN J. LENHART .... . New York 











LOBERT L. AIKEN . : . . Seattle JULIAN R. MAHER .... New York 
I. F. Sruart AkTHUR ... ame Dallas JAMES J. MAHON,JR. .. . Philadelphia 


















































cS. AR i WituiamM F. MarsH ... . . Pittsburgh 
JORMAN J {BACH JOHN McCuttoucuw ...... . Detroit 
HILIP BARDI THomas W. McKreaer as distin Tulsa 
R. Kink BaTtzur NE . . . New York James i. Merepirn, JrR.. . . Philadelphia 
ERMON F. GRELL . . ae New York Homer L. MinuerR . .... . . Chicago 
ormMaAN A, Bowz . : Nes Deiroit SAMUEL I*, Miranpby . . New York 
kk : WER .. . . . Pittsburgh Jown lL. Moneta ... Philadelphia 
iH G. B LES 2 Los Angeles Lar E Los Angel 
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Henry B. FERNALD... . . New York GEORGE SHEGOG . ~ « « » New York 
Fox E ox Deiroit Cari J. SIMON Pe er ee New York 
2 | RAZ , Rockford PRIOR SINCLAIR Sp ee . New York 
CLAUDE R. GiLEs . San Francisco THomasd. SNOWDEN .. . . Saint Louis 
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